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FOREIGN INVESTMENT STUDY ACT OF 1974 



KONDAT, MAT 3, 1976 

U.S. Senate, 
Committee on Cohukrce, 
Subcommittee on Foreign Commerok and Tottrism, 

Washington, D.C. 
The subcommittee met at 9 :13 a.m., in room 5110 of the Dirksen 
Senate Office Building; Hon. Daniel IC Inonye, chairman of the sub- 
committee, presiding. 

OPENING STATEMENT BY SENATOE TNOUTB 

Senator Inoute. This morning the Subcommittee on Foreign Com- 
merce and Tourism will meet to receive the highlights of the final 
leports on foreign investment in the United States as authorized by 
the Foreign Investment Study Act of 1974. Thecomplete reports will 
be made available to the public in the near future as soon as the print- 
ing arrangements have been completed. 

The legislation, which resulted in the act. originated in 197.3. a year 
in which we witnessed an enormous influx of foreign direct investment. 
In that year, according to the Department of Commerce's figures, in- 
vestment inflows surgM to an all time high as foreign investors took 
advantage of several conditions which facilitated — indeed, encour- 
.iged — large purchases of equity in American firms. 

This unprecedented occurrence in turn stimulated public and politi- 
cal alarm and resulted in the introduction of bills designed to curb 
foreign investment in this country. 

Foreign investment in the United States is an old phenomenon. We 
owe the growth of several major industries to foreign capital. Foreign 
involvement here in some form lias always been present even in those 
early postwar years when American capital appeared to dominate 
totally global investment, but it was the volume and suddenness of the 
increase which caught the public attention. 

As I studied the issues raised by this investment, it became clear 
that our most pressing need was for more information on this subject. 
The last benchmark study on direct investment was made in 19:»9 when 
such investment was a fraction of the 1973 figure, and that study was 
limited in its scope. 

Information on foreign portfolio investment was derived from an 
even more outdated benchmark study undertaken by the Treasury De^ 
partment in 1941. First and foremost, it was clear that the outdated 
data base needed to be improved, not only in the qualitv of the niim- 
bers, but also in the way information is gathered by Federal agencies. 

Staff member astdsiMd to this hearlnf : Eric H. M. T«e. 
(1) 
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Eatlier than succumb to tlie rising tide of antiforeign sentiment, I 
decided to concentrate on improving the information available to us 
jind consequently introduced S. 2840, authorizing a comprehensive 
iwnclimark study on foreign direct and portfolio investment. 

In the House, my colleague John Culver, then a Representative, 
Introduced a similar measure. We shared the belief that the Congress 
should not make uninformed decisions with wide international rami- 
fications. I believe that time has vindicated our decision. 

Too often the debate on this issue had political and economic over- 
tones which prevented an objective evaluation of the benefits and 
drawbacks of foreign investment. Some defenders of foreign direct 
investment, including some from the Executive, used figures in a 
manner to minimize and obscure the true impact of such investment 
in. this country. On the other hand, some critics became too emotional 
and exaggerated the foreign presence here. 

Both approaches should and can be avoided. 

Although the debate on the merits or disadvantages of foreign 
investment has subsided, I have little doubt that this issue will again 
become prominent in the future. 

The United States has become much more intimately entwined with 
other economies, and as long as capital moves freely, the United 
States will continue to bo an attractive haven for investable funds. 

Thus, I would strongly disagree with tha=e who think that tlie 
data and analyses in these reports are outmoded. Indeed, we can 
anticipate that the information m these reports will play a prominent 
role in the development of future international investment policy. 

I would like to close my remarks this morning by noting that tliere 
is legislation which Chairman Magnuson and I have introduced to 
provide for permanent authority to the President and the Secretary 
of Commerce to undertake peiiodic benchmark studies as well as 
to collect certain types of investment information from firms on a 
regular basis. 

This legislation is needed, and I am pleased that it has received 
the support of the administration, many multinational firms, and or- 
ganized labor. 

Our first witness this morning will be the Honorable Gerald L. 
Pars^ky, Assistant Secretary for International Affairs, Department 
of the Treasury. 

STATEMENT OF GEEALD L. PAESKY, ASSISTANT SECRETARY FOB 
INTERNATIONAL AFFAIRS, DEPARTMENT OF THE TREASURY; 
ACCOMPANIED BY JAMES GRIFFIN, DIRECTOR, OFFICE OF INTER- 
NATIONAL INYESTMENT 

Mr, Parsky. Thank you, Mr. Chairman. 

It is a pleasure for me to bo here to present to you the findings 
of the Treasury Department study of foreign portfolio investment in 
thel'nited States. 

It is certainlyfitting, Mr. Chairman, that the results of this study 
be presented to yemr subcominittee, for this represents the culmination 
of a process or comSBltatiOTi and cooperation between the Treasury 
and you and your staff. ^at has extended' oyer a period of more than 
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3 years — beginning with your introduction of the Foreign Invest- 
ment Study Act of 1974, which provided the authority for us to 
undertake the study. 

The idea for this study originated in 1973, at a time when concern 
was being expressed over the possible implications of the rise in invest- 
ments here by European and Japanese interests. Later, the accumula- 
tions of funds by the oil-producing countries added to this concern 
and a number of bills were introduced in the Congress which would 
impose restrictions on investments from abroad. 

The President has resisted these proposals and we have opposed 
any new restrictions on foreign investment in the United States. We 
continue to believe that the operation of market forces will direct 
H orldwide investment flows in the most productive way. 

Thus, we have sought to maintain our traditional policy of freedoni 
for ini'estments here by foreigners. 

At the same time, we did share the view of this committee and others 
in Congress that adequate information on international investment 
should be available to all branches of Government and to the public. 

Consequently, we strongly supported the Foreign Investment Study 
Act of 1974, which called upon the Commerce and Treasuiy Depart- 
ments to undertake comprehensive overall studies of foreign direct 
and portfolio investments in the United States and to report their 
findings within 18 months. 

We did not view such legislation as in any way weakening our com- 
mitment to the free flow of investment capital. Eather, we saw it as a 
desii-e, on your and other Members of Congress part, to insure that 
the necessary facts were available so that sound policy could be 
developed. 

As you are well aware, the act was passed in October of 1974. Before 
that, however, in anticipation of its passage, the Treasury had begun 
laying the groundwork. First, we had to design a questionnaire form 
for business firms which would supply us with all the statistical data 
required. 

We then had to consult with representatives of tlie reporting com- 
munity to assure that the information called for could be supplied 
Hi a reasonable cost and in time to allow us to assimilate it and analyze 
it within the timeframe of the act. 

This process was completed in late 1974, and in January 1975 forms 
we.r& mailed out to business firms. 

For the research on some of the nonquantitative parts of the study-r 
why and by what means foreigners invest in the United States and 
the legal aspects involved — we decided to contract for the services of 
a private research firm. After reviewing the numerous responses to our 
solicitation for bids, we awarded the contract to K. Shriver Associates 
on the basis of its qualifications, work plan, and price. 

The collection, review, and analysis of all the information we have 
gathered has been a substantial undertaking. We have received some 
10,000. completed forms from business firms. In addition, R. Shriver 
Associates has submitted to us reports on their interviews with over 
100 persona in this country and abroad who are involved in foreign 
poftfolio investment, and very extensive material cai the purpose and 
effect of United States and foreign laws relating to foreign portfolio 
investment 
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A completely thorough review and analysis of this wealth of in- 
formation takes much longer than the few months which have passed 
since it became available to us and we will continue to review it for 
some time to come. 

However, the Congress, quite understandably, wanted a timely re* 
port on our findings which I am happy to submit at this time. 

Attached to my statement is a summary of our findings, which I 
would request be submitted in full for the record.* 

Senator Inotjtb. Without objection, they will be made part of the 
statement. 

Mr. Parskt. Later this month we will print and distribute to the 
Congress and the public a more detailed report. 

Now I would like to give you the highlights of the Treasury study. 

The comprehensive benchmark survey which we undertook under 
the study shows that foreign portfolio investment in the United States 
was approximately $67 billion as of the end of 1974. 

This consisted of over $25 billion in stocks, over $16 billion in cor- 
porate bonds and other private debt, and nearly $26 billion in U.S. 
Government bonds and notes. 

_ The total derived from the benchmark survey was about $11 billion 
higher than our previous estimate ; most of this difference, nearly $7 
billion — unfortunately my prepared statement says $8 billion; the 
correct figure is $7 billion, Mr. Chairman — was in the stock figure. 

This is not surprising since our previous estimate was based on a 
survey done for 1941 and both the composition and the value of this 
portfolio obviously could have changed substantially over a period of 
33 Tears. 

Special factors, not directly related to market forces, accounted for 
most of the foreign holdings of debt instruments in 1974. First, prac- 
tically all of the holdings of U.S. Government securities were held by 
foreign official institutions, such as central banks, because of their 
policies of holding a major part of their international reserves in 
dollars- 
Second, nearly all of the recorded foreign holdings of U.S. corpor- 
ate bonds are the result of the U.S. Government balance-of-payments 
programs in previous years when U.S. companies were encouraged to 
finance their overseas investments through Eurobonds, evai if they 
had to pay a higher interest rate than on borrowings in the Uniteil 
States. 

When these special factors are taken into account, it becomes appar- 
ent that market-related foreign portfolio investment in this country is 
primarily in the form of corporate stocks. 

This is seen more clearly if we examine the estimates of foreign 
portfolio holdings as of the end of 1975, which are based on the 1974 
survey and our monthly data on foreign portfolio transactions plus 
estimates of the changes in market values of foreign-held securities, 
approximately the same process we used up until this benchmark sur- 
vey, but we based on the figures for 1941. 

These estimates indicate that the total foreign portfolio as of end 
1975 was $86 billion, of which $37 billion or 43 percent consisted of 
stocks. 
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Since stocks plaj such a dominant role in foreign portfolio invest- 
ment in this country. I think it is important to comment in a little 
more detail about these holdings. 

The survey showed that virtually every cotintry in the world held 
some U.S. stocks but the holdings were heavily concentrated in a few 
countries. 

Switzerland, the United Kingdom, and Canada alone accounted for 
nearly 60 percent of the total and when the Netherlands and France 
aie added, these five countries represented nearly 75 percent of total 
foreign holdings. 

Slightly over half of the total was in the names of foreign banks, 
brokers, and nominees who were holding these securities in part on 
behalf of other persons. 

This was particularly true in the case of Switzerland where nearly 
90 percent of the holdings were in this category, a considerable pro- 
portion of which r^resented holdings for beneficial owners in other 
countries. 

The other categories of major holders were: Individuals, holding 
$4.5 billion, about half of which was held by U.S. nationals residing 
overseas; institutional investors, such as investment trusts, with $3.7 
billion; other private institutions, $2.5 billion; and foreign official in- 
stitutions, $1 billion. 

The distribution of these holdings by industry was fairly widely 
diversified and did not differ signincanfly from that of American in- 
vestors. Foreign holdings of U.S. stocks were equal to about 5 percent 
of the value of aJI publicly traded stocks. 

Through interviews with foreign portfolio managers here and 
abroad, we attempted to assess the reasons for foreign portfolio in- 
vestment activities in the United States, The principal motivations, 
which are spelled out in the summary, include : 

1. Expectations of long-term capital gains. 

2. The relative economic and political stability of the United States. 
Many European investors, for instance, see the United States as offer- 
ing more profit potential and less risk of nationalization than other 
major countries. 

3. The large size and liquidity of U.S. capital markets. The lack of 
depth and liquidity associated with smaller capital markets elsewhere 
makes it difficult to place large amounts of funds in a relatively short 
period of time. 

4. Close regulation and organization of U.S. securities markets. 
This serves as a desirable safeguard._ 

i>. Great range of investment choices. 

fi. Sales eiforts of U.S. securities dealers. 

7. Greater efficiency of U.S. markets. 

In addition to seeking to determine the reasons behind investment 
activity, we also attempted to identify the processes and mechanisms 
through which investment is made in the United States. 

We fonnd that foreign portfolio investors use the same investment 
channels as U.S. investors for the most part, namely the New York 
nnd American esclianges, the regional exchanges, and the over-the- 
counter market. 

Many of the major U.S. companies are also listed on foreign ex- 
changes. 
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Foreigners rely heavily on U.S. brokers and dealers for placing 
orders and obtaining information on U.S- securities. 

Tlie heterogenous nature of the numerous foreign investors in U.S. 
securities makes it difficult to isolate the effects they have on our finan- 
cial markets and on our economy. 

Nevertheless, it is true that any additional demand for securities 
in any segment of a capital market tends to raise prices and reduce 
yields on the type of securities demanded. 

Thus, foreign purchases of U.S. stocks and bonds have a tendency 
to reduce yields and therefore make raising of capital relatively easier 
for domestic borrowers. 

This in turn will tend to stimulate real investment and increase the 
output and productivity of the economy. 

We did iind that foreign holdings of U.S. stocks are turned over 
somewhat more frequently than U.S. holdings. 

On the other hand, foreigners as a whole have been net purchasers 
of U.S. stocks in every year since 1959 except for the years l&&i-1966 
Thus, they have on balance tended to strengthen stock priceo. 

Generally, our conclusion is that more participation in our markets 
tends to make them deeper and more efficient. 

Thus, foreign participation, we believe, is beneficial. 

The Treasury study also involved comprehensive research into the 
legal aspects of foreign portfolio investment. While the U.S. legal 
structure is generally viewed favorably by foreign investors, par- 
ticularly our securities laws, some aspects are viewed as a deteri-ent to 
investments here. 

The U.S. withholding tax on dividends and interest payments and 
the fact that the U.S. estate tax is levied on the U.S. securities hold- 
ings of foreign investors are two illustrations of such negative factors. 

Mr. Chairman, that provides you with the general outlines of our 
study. Since one of the major reasons for undertaking this study was 
the concern expressed by some over the potential of the oil-producing 
countries to acquire large amounts of assets in this country, before 
concluding, I would like to make some observations about these in- 
vestors in particular. 

In the early period of the large accumulations by the OPEC coun- 
tries, almost all of their investments in the United States were in the 
form of short-term assets, such as Treasury bills and short-term bank 
C,D,'s. Being cautious and conser\-ative investors, it was natural for 
them to confine their investments to the safest and most liquid forms 
at the outset. 

This is one of the reasons why our benchmark suive^, which was 
taken as of the end of 1974, shows i-elatively small holdings for these 
countries, $2,4 billion, which was less than 4 percent of total foreign 
portfolio investment in this country. 

In 1975 and early 1976, these countries shifted substantial amounts 
into longer-term assets, primarily Treasury and other Federal agency 
bonds and notes and corporate stocks; lesser, but not insignificant, 
amounts were also invested in long-term bank C.D.'s and corporate 
bonds. 

In 1975, OPEC countries made portfolio investments in the United 
States of about $5.7 billion, and in January and February of this year 
they purchased probably a little less than $1 billion. 
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Looking ahead, we believe that the oil producing countries will 
place an increasing proportion of their investmeuts in longer-term 
debt and equity instnimentfl. 

Although investments will continue to be placed in the United 
States, we must recognize the fact that the rate of new investment by 
many of the oil producers outside their own countries will decline as 
they are able to absorb more internally. 

With respect to the policies these comitries are pureuing, enough 
time has now passed for us to have a clear picture of their approach 
to investment. 

First, they are cautious and conservative investoi'S. I have spoken 
to the managers of funds in most of the OPEC countries and in par- 
ticular in tliose countries that ai'o now accounting for the great bulk 
of the oil surpluses, namely Sauli Arabia, Kuwait, and tiie United 
Arab Emirates. 

Although their internal development objectives differ, thej' all are 
following diversified investment objectives similar to any institutional 
investor. 

Second, they are almost entirely portfolio investors and none of 
them have a desire to acquire or control major U.S. companies. 

The Saudi Arabian Government, for instance, has told me that they 
will not invest in more tlian 5 percent in any particular company, and 
recently indicated to us that they currently do not own more than 1 
percent of any company. 

Further, a country like Kuwait has participated in our markets for 
years and has always been a most responsible investor. 

These characteristics come through quite clearly both in the record 
of OPEC investments in the United States and in the numerous dis- 
cussions which I have personally had with their leaders. 

I do not believe that these countries would consider investments 
here which would be against our national interest. 

I am also confident that they would consult with us before under- 
taking any significant direct investments. 

In sum, they have been and will continue to be good, sound in- 
vestors, and I think we should continue to welcome their investments 
just as we do those of other countries. 

Our final tasks under the act were to study the adequacy of our in- 
formation and reporting programs on foreim portfolio investment 
and to- recommend means whereby this information can be kept 
current. 

The benchmark survey which we have just completed gives us a 
comprehensive and detailed inventory of foreign portfolio investment 
as of the end of 1974. The magnitude and composition of this inven- 
tory will, of course, change as foreigners continue to buy and sell U.S. 
securities in the years after 1974. 

We will be able to update the major categories of this inventory 
reasonably accurately for some time to come by adding (or subtract- 
ing) our monthly data on transactions to the 1974 benchmark figures 
and applymg estimated changes in the market values of foreign 
holdings. ^ 

The Ksults of the survey suggest that there is some underreporting 
bias in these monthly data. This was not unexpected and the differ- 
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ences between the totals reported by the survey and those which has 
previously been estimated do not appear unduly large, in view of the 
long period of time that has elapsed since the previous benchmark in 
1941 and the significance of the nontransaction factors affecting the 
investment position totals. 

It is noteworthy that the difference is substantially larger in the 
figures on equity noldings, where the valuation adjustment problem 
is greatest, t^n it is for holdings of debt instruments. 

The survey results, therefore, do not appear to raise major questions 
about the current reporting system and we believe that the cwiceptnal 
and institutional structure of this system is adequate. 

Nevertheless, it will be necessary to constantly monitor the reports 
and to maintain close communication with the reporting firms to in- 
sure; that there are no major gaps in our reporting network. 

Although it might be desirable to undertake another benchmark 
survey at some time in the future, I think that this decision should be 
left for the future. 

The desirability of another survey can then be determined on the 
basis of how much the increased accuracy of the data would be worth 
as compared to the costs involved to both the government and the pri- 
vate sector in undertaking a survey. 

One important step toward improving our data gathering capability 
has already been taken by you, Mr. Chairman, in introducing the In- 
f«niational Investment Survey Act of 1975. 

Tims far, we have been relying on a patchwork of laws to collect 
data on foreign portfolio investment, laws which are cither clearly 
lackinir in some respects or ambiguous as to our authority to collect 
such data. 

S. 2839 would give us broad and permanent authority to collect 
data on all forms of international investment and we again strongly 
support its passage with the amendments I proposed in my testimony 
of February 23. 1976. 

My final obpervations go, Mr. Chairman, to the basic question which 
(rave rise to this study over 2 years ago ; Is the magnitude and nature 
of foreign investment in this country such that a change in our basic 
policy toward this investment should be. made? 

As, you know, this country has traditionally liad an "open door" 
policy toward foreign investment. We do not impose special barriers 
to such investment, except for a few long-standing and internationally 
recognized restrictions, nor do we offer special incentives for such 
investment. ' 

Furthermore, foreign investors are generally treated equally with 
domestic investors once they are established here, that is, they are 
accorded "national treatment." 
. This policy is based on the premise that investment in this country 
from foreign source^ is generally beneficial to our economy, just as is 
investment from domestic sources, and that the allocation of invest- 
ment capital will be most productive if decisions on investment are left 
to the mnvketplncp. 

Thrrp is nothing in the findings of our study to indicate that this 
policv should be changed in any way. On the contrary, the study has 
reinforced onr view that foreign incvstment Is beneficial to our econ- 
omy and that we should continue to welcome it. 
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As long as our national security is protected and as long as the com- 
pany is willing to abide by our laws and compete in our marketplace, 
we sbould not object as to whether its owner is from the United States 
or France or Abu Dhabi. 

The benefits of foreign investment are readily apparent when they 
are made directly in the form of new plants and equipment — ^o called 
"bricks and mortar" investment. In the case of portfolio investments 
by foreigners, however, it is sometimes thought tJiat we get nothing of 
substance, that only "paper transfers" are involved since foreigners 
are merely converting their lioldings of liquid dollars into other forms 
of paper assets, such as stocks and bonds. 

This notion overlooks the fact that in the capital investment process 
tliero are many different kinds of investors and all of them piny a 
vital role. Portfolio investors, domestic and foreign, broaden the 
market for U.S. securities, and thereby the opportunities for American 
firms to acquire the financing needed for new investments in "bricks 
and mortar." 

Even if foreigners never injected capital directly into U.S. firms by 
buying new security issues, their toIo would be no less beneficial since 
the market for new issues is directly dependent on a broad and lively 
secondary market. 

The more participation wo linve in our capital market, the more 
efficient it is in serving the needs of our economy for investment capital. 
The participation of foreign investors serves this purpose iust as that 
of American investors does, and distinctions made on the basis of the 
nationality of investors have no economic rationale. 

The American capita! market is the largest and most efficient capital 
market in the world. 

TTnrestricted access of foreigners to our market — both as lenders 
and borrowers of portfolio capital — is beneficial to this market. It is 
also beneficial to the interchange of goods, services, and capital be- 
tween nations, which is vital to the gi-owth of the United States and 
the world economy. 

Kather than contemplating new restiictions on foreign capital in- 
flows, we should seek to assure that impediments to these healthy addi- 
tions to our eocnomy as minimized. 

The administration's proposal to remove the withholding tax on 
dividend and interest payments to foreigners is an impoiiant step in 
this direction. 

We should continue to look for other measures we can take to assure 
that our capital market continues to grow as the world's major inter- 
national financial center. 

Thank you, Mr. Chaii-man. 

Tliat concludes my remarks. 

I have with me Mr. James Griffin, who is tl»e Director of our office 
of investment policy in the Treasury Department, that works with 
me, and wc would be delighted to trj' to anjiwer any questions you may 
have. 

Senator Inoute. Being aware of your scliedule, I would like to 
Bubmit most of my questions to your office for consideration. 

First, I would like to thank you for your statement. It is very helpful. 

Do you have any comparable figures for U.S- overseas portfolio 
investments ? 



Digitized byGoOgIC 



10 

Ml'. Parsky. Yos, our Intnt^t pstimatcs for TT.S. investment flbroad 
would niiiount to, on a portfolio basis, approximately $41 billion; and 
[T.S. direct investment abi'oad. approximately $119 billion, for a total 
U.S. inve-stment figure of approximately $160 billion. 

That would compare to our flwnre of $67 billion for portfolio, and 
T know that the Commerce Department will be testifying; soon on di- 
rect, and I believe the fij:^re is approximately $26 billion, so it amounts 
to $9.3 billion liere versus $160 billion abroad. 

Senator Inoute. Your summary notes that approximately 25 per- 
cent of the portfolio investment is done for nominees. 

Do you liavc any idea of the identity of these nominees ? 

Mr, Parsky. Well, we can tell with respect to U.S. nominees. As 
part of the forms tliat we sent out, we were able to tell that, Wbat we 
are not able to tell is the exact nature of foreign nominees, of foreign 
institutions. 

And, from our standpoint for purposes of this study, we don't think 
that that information is highly significant, because the important fac- 
tor is whether or not it is a foreign investor that is involved. We were 
able to tell that, both from our information on U.S. institutions with 
beneficial owners abroad and the fact that it is an institution abroad, 
maybe holding for a foreigner. 

We know that it would not be of a significant nature, because even 
if the nominee abroad was holding more than 5 percent for a beneficial 
owner, that information would have to bo i-eported to the SEC. But we 
do not have, nor ai'e we able to tell the exact nature of beneficial owners 
holding U.S. securities through foreign institutions. U.S. institutions, 
we can. 

Senator Inouye. Your statement indicates that the foreign inves- 
tors own about 5 percent of our portfolio, and yet the summary states 
that these holdings are in a relatively limited number of companies. 

'\Vouldn't that tend to indicate that the aggregate impact is greater 
than the 5 percent would suggest? 

Mr. Parsky. I think if you look at the tables attached ag part of our 
sumiiiarj', yon will see that the diversity is really quite large. In table 
F wo have broken down investment that comes into this country to 
indicate the concentration of this investment in U.S. firms. 

I think you will find, for instance, that the total number of com- 
panies with a cumulative foreign investment of 10 percent or over is 
only 32S companies. So our assessment is that the total impact is not 
any greater than the 5 i>ercent figure might indicate. 

Senator Inouye. Are you personally satisfied that the assurances 
given to you by the officials of Saudi Arabia and Kuwait are reliable? 

Jlr. Parsky. Yes, sir, I am. I have spent a great deal of time talking 
to government leaders in these countries, and I am convinced that, in 
fact, their desire with respect to their investment policy is to be safe, 
sound, lone-term investors. I think they recognize that their invest- 
ments for their countries now are their insurance for the future, and I 
believe they will be pursuing the policies I have outlined, 

Tlicre has been a good deal of publicity given to isolated instances 
of investments by private citizens from some of these countries, and it 
has caused a good deal of public concern. But I think if you analyze the 
situation economically and rationally, I believe you will reach the con- 
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elusion that our country should not be making policy on the basis of 
fears they will be seeking to either disrupt our economy or control our 
companies. 

Senator Inoute. In other words, you are trying to tell the com- 
mittee that there is no evidence that would lead us to concern our- 
selves that some foreign interests may want to take over certain seg- 
ments of our economy 1 

Mr, Parskt. That is correct, Mr. Chairman. 

I don't mean to suggest that we do not have adequate safeguards 
and that our national security and national defense interests should 
not be protected. But I believe they are protected by the wide range 
of laws that are on the books today, and I think we should not be 
fearful that foreign interests are seeking to control our industry. 

Senator Inoute. Well, I thank you very much. 

I know you have just a few mmutes to make your flight. 

Thank you once a^in, sir. 

Mr. Pakskt. Mr. Chairman, I appreciate it very much. 

Senator Inouye. I will submit questions to you.' 

Mr, Pafskt. Thank you. 

Senator Inoijtb. Our next witness is Mr. Milton Berger, Deputy 
Director of Office of International and Finance. International Eco- 
nomic Policy and Research, accompanied by Mr, George Kruer, Chief, 
International Investment Division, Bureau of Economic Analysis, 
Department of Commerce. 

Gentlemen, welcome, 

STATEMENT OF MILTON A. BERGEB, DIRECTOE, OFFICE OF FOREIGN 
INVESTMENT IN THE UNITED STATES, DOMESTIC AND INTER- 
NATIONAL BUSINESS ADMINISTRATION, DEPARTMENT OF COM- 
MERCE; ACCOMPANIED BY GEORGE R. KRTTER, CHIEF, INTER- 
NATIONAL INVESTMENT DIVISION, BUREAU OF ECONOMIC 
ANALYSIS 

Mr, Berger. Thank you. 

Mr. Chairman, with your permission, this is a joint presentation. 
I would like to lead off, and Mr. Kruer would then discuss the re- 
sults of the benchmark survey, and then I would complete the tes- 
timony. 

Senator Inoutb. Fine. 

Mr. Berber. Mr. Chairman, we appreciate this opportunitv to re- 
port on our study of foreign direct investment in the United States 
called for under the Foreign Investment Study Act of 1974, That 
study and the report of the Secretary of Commerce to the Congress 
should be in final form for delivery to the Congress in a few days. 

The report itself will be in two volumes, the first consisting of a 
number of analytical chapters directed at the speciiic provisions of 
the act, together with conclusions and recommendations. The second 
volume of the report consists of our statistical benchmark survey of 
foreign direct investments in 1974, In addition, there will be seven 
volumes of appendices consisting of staff studies and reports by other 
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agencies and private contractoi-s for the Department of Commerce, 
which were used as background in preparing the Secretary's report. 

All in all, the nine volumes total somewliere in the neighborhood of 
2,500 pages. This is the first comprehensive report of feeign direct 
investment in the United States, although a statistical bwichmark 
survey was issued covering direct investments in 1959. 

Within the past year and a half, the department has made a very 
intensive etTort to produce a report which will cover all the significant 
facets of the subject and provide a broad factual and analytical basis 
for policy formulation and consideration of legislative proposals in 
the area. 

Given the length of the study and broad scope of its coverage, today 
we can only provide tho broad outlines of its findings. To fully grasp 
the significance of the findings, however, it would be necessary to px- 
amine the report itself, and we hope that many in the Congress and 
the general public will find the opportunity to do so. 

In order to present our findings in a logical fashion, we propose first 
to discuss the conduct and findings of the benchmark survey and to 
then discuss the findings and conclusions of the various other analyses 
undertaken for our report of the characteristics, significance, and 
effects of foreign direct investment in the United States, together witli 
the applicable policies and laws. 

5Ir. Kruer. In order to meet the data requirements of tlie Foreign 
Investment Study Act of 1974, a comprehensive benchmark survey 
of foreign direct investment in the United States was undertaken by 
the Bureau of Economic Analysis, BEA. of the Department of Com- 
merce. Chapter 3 of volume 1 of the final study summarizes the find- 
ings of the survey; volume 2 contains a methodology and 132 data 
tables presenting the results of the survey. 

A report was required of every business enterprise subject to the 
jurisdiction of the United States in which a foreign person liad, at any 
time during 1974, a direct and/or indirect ownership of 10 percent or 
more of the voting securities of an incorporat«d business enterprise 
or an equivalent interest in an unincorporated enterprise. Approxi- 
mately 7,200 reports were filed with BEA, which, because of consoli- 
dation, cover about 10,200 United States legal entities. 

The data provide measures of direct investment activity for the year 
1974, consisting of, (1) foreign parents' direct investment position in 
their U.S. affiliates; (2) directly measurable U.S. balance of payments 
transactions between the U.S. affiliates and their foreign parents, in- 
cluding international trade flows: (3) foreign parents' shares in the 
earnings of their U.S. affiliates; (41 U.S. affiliates' balance slieets and 
related financial data; (5) U.S. affiliates' income statements and re- 
lated financial data ; and (6) other data by Stat«, including land owned 
and leased, and employment and property, plant and equipment. 

The investment position. The foreign direct investment position in 
the United States was $26.5 billion at yearend 1974. This is tlie value 
of foreign parents' direct claims on the assets of tlieir U.S. affiliates, 
net of claims of these affiliates on their parents' assets. 

Nearly 80 pereent of the total investment position — $21.0 billion — 
con.sisted of foreign equity investment in incorporated U.S. affiliate*'. 
Outstanding net loans to incorporated affiliates were $4.4 bilHon, The 
remaining $1.1 billion was investment in unincorporated affiliates. 
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The United Kinjfdom, Canada, and the Xetherlands had the largest 
direct investment position in this country, each accounting for about 
one-fifth of the total. Japan's investment position was only about 1 
percent, as substantial outstanding loans of U.S. affiliates to Japanese 
parents largely offset Japanese parents' investment iu their XJ.S. 
nffiliates. Latin America's 9 percent share came principally from 
Caribbean-area holding companies. The Middle East's T^percent share 
i\as almost entirely due to one govermnent's participation in a U.S.- 
incorporated petroleum company with opei-ating assets in that country. 

Aliout one-third of the investment position was in U.S. manufac- 
turing, mainly chemicals, food, and machinery. Finance, insurance 
nnd real estate combined and petroleum each accounted for about one- 
fourth of the total. Alost of the remainder was in wholesale trade. 

Senator Ixot' yf,. May ask questions as you go along ? 

Can yon give us sonie idea of the identity of the Latin American 
beneficiaries? 

Mr. Kril'er. No ; we cannot. IVe did try to ascertain this information 
as to who was the iiltimate owner, where there was a holding com- 
pany, or where the U.S. reporter indicated that the fii-st-tier owner 
abroad was not the ultimate owner. I would say probably 75 or 80 
percent of the companies did not answer the question, saying either 
they didn't know or tliey felt they couldn't give it. Most of them, I 
would say. said they did not know. 

A few did, and we intend to go back and try to trace a little further, 
in terms of allocating investment, as far as concerns the ones that we 
do know. 

Senator Inocye. Would you say that most or all of the 9 percent 
attributed to Latin America are foreign interests ? 

Mr. KsDER. No. "We do know that there are quite a few U.S. owners 
of some of the foreign companies which in turn own companies in 
the United States, I think we found this particularly as concerned 
real estate in Florida. A U.S. citizen may well have a holding com- 
pany located in the Caribbean area which in turn owns real estate 
in the United States. 

Senator Ixouye, What is the Middle Eastern share in U.S.-incorpo- 
rated companies? 

Mr, Kruer, As you know, we are not supposed to name the compa- 
nies reporting in the survey; it is one oil company, whose operating 
assets are located in the Middle East country 

Senator Inouye, Aramco ? 

Mr. Kruer, Yes, 

Senator Inottte, Please, proceed, sir, 

Mr. Kbubb. Yes, sir. 

Almost 60 percent of the investment position was in U.S. affiliates 
wholly owned by foreigners. Most of tne remainder was in affiliates 
owned 50 to 99 percent by foreigners; less than 10 percent was in 
affiliates w;ith minority foreign ownership. 

The investment position increased $5.1 billion during 1974. The 
increase consisted of net capital inflows of $3.8 billion, reinvested earn- 
ings of $1.6 billion, and small negative valuation adjustments. 

Adjusted earnings — the foreign parents' return on their direct in- 
vestment position — were $6.6 billion in 1974, Balance of payments 
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income — the porition of adjusted earnings distributed to foreign 
parents — was $5.1 billion. Most of the earnings and income were ac- 
counted for by the Middle East government mentioned above. 

U.S. affiliates of foreign parents accounted for a substantial portion 
of total U.S. merchandise trade in 1974 — $24.2 billion, or 24 percent, 
of U.S. exports and $30.S billion, or 30 percent, of U.S. imports. 

Affiliates' exports of foods — mainly shipments of grain — and indus- 
trial supplies and materials were particularly large m relation to total 
U.S. exports of these goods. Their exports of manufactured goods, on 
the other hand, were relatively small. Affiliates' shares of total U.S. 
imports of road motor vehicles and of metal manufactures were 
significant. 

U.S. affiliates of foreign companies dominated U.S. trade with 
Japan and had sizable trade with Germany. 

About four-fifths of total affiliate exports and nearly as much of 
their imports were wholesale trade affiliates. 

Financial and operating data. Total assets of all U.S. affiliates were 
$174.3 billion at yearend 1974. More than half was accounted for by 
affiliates of European parents, especially those in the United King- 
dom and the Netherlands. Affiliates of Japanese parents had 22 per- 
cent, the largest single country share. 

Senator Ittoute. Can you give us a brief description of the type of 
investment the Japanese would have through their affiliates! 

Mr. Kruee. In terms of industry, they do have quite a bit in whole- 
sale trade. This was borne out by the trade figures. 

But in terms of the investment, typically, the parents would have 
the required percentage equity ownership and investment, but oflf- 
setting this investment is a tremendous amount of loans to the foreign 
parents by the U.S. affiliates. In other words, they are borrowing in the 
United States and lending to the foreign parents. 

This is why they end up with almost a zero investment position, as 
we define it for direct investment purposes. It comes out to approxi- 
mately $100 million, because while they have a large amount of equity 
investment, we net the investment of the affiliate against the invest- 
ment by the parent. 

Nearly half of total assets, $84.8 billion, were held by affiliates in 
finance, "insurance, and real estate, primarily those in banking. Affili- 
ates in petroleum, manufacturing and wholesale trade each accounted 
for roughly 15 percent of the total. 

U.S. affiliates had sales of $146.8 billion in 1974. Affiliates of Euro- 
pean parents accounted for more than half, and those of Japanese 
parents for more than one-fourth of the total. 

Wholesale trade affiliates had sales of $66.5 billion, nearly half of 
the total, mainly from selling farm-product raw materials, metals 
and minerals, and motor vehicles. Manufacturing and petroleum affil- 
iates each accounted for about one-fifth of total sales. 

Tlie affiliates financed their operations in 1974 largely through 
increased liabilities, primarily to U.S. banks and other U.S. lenders. 
Liabilities increased by 38 percent, from $97.4 billion to $134.2 billion. 
Of the $36,8 bUlion increase, $10.3 billion was identified as additional 
liabilities to U.S. banks. 
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U.S. aflUiates employed 1,083,000 i>ersons in 1974, witli about lialf 
ttf these engaged in niajiufacturiiif;. Only about 5 percent of affiliates' 
einployees were non-U.S. citizens. 

Senator Inoute, How does the 5 percent bi-eak down? 

Mr. Kruer. I would say mostly in the professional- technical-man- 
agerial area. In one of our tables, «e do liRve a breakdown of prin- 
cipal directors and officers by U.S. or foreign citizenship, and I think 
it comes out half and half. In each category, it is a little ditFerent, 
but it is approximately half. 

By State, New York had the largest number of affiliate employees, 
147,000, followed by California, 10i,000, and Xew Jei-sey, 79,000. In 
Hawaii, 13,000 persons were employed by U.S. affiliates of foreign 
persons. 

Wages and salaries paid bv I'.S. affiliates totaled $114.4 billion 
in 1974. 

Total property, plant, and ecpipimcnt of U.S. affiliates was $4;')..") 
billion. Of the total, about one-foiiith — .$11.2 billion — was employed 
in the development of natural resources, about two- fifths, $19.7 billion, 
in industrial uses, and almost one-third, $14.5 billion, in other business 
and commercial uses. Tlie Southeastern States had the largest amount 
of fixed assets, $10.4 billion. 

Net property, plant, and e(jiu|>inent was 1" t)ercent of U.S. affiliates' 
asRets, as reported in the balaiiec sheet. 

Besearch antl development oxp<>nditiires hv U.S. affiliates wei-e $0.8 
billion in 1974. 

Mr. lierger will proceed fi-oiii here. 

Mr. Beroer. In addition to the data provided by the benchmark 
survey, the following findings and conclusions of the various analyti- 
cal studies contributing to the report should be of interest. These 
studies were carried out in part by Commerce Department staff and 
other Federal Government agencies, but also by 10 contractors. 

They cover foi-eigii investment motivation, financing meclianisms, 
labor and management practices, industrial and geographic concen- 
tration of foreign direct investments, applicable State and Federal 
law, accounting and financial reporting practice.s, taxation of foreign 
investments, technology flows related to U.S. affiliates of foreign com- 
panies, and problems of data gathering. 

Foreign direct investment was about 314 percent of total U.S. non- 
residential gross private domestic hivestment in 1974. Total employ- 
ment of the foreign-owned companies was a little less than 2 percent of 
private sector noriagricultural employment. 

Not counting petroleum refining, rhanufacturing facilities owned by 
foreign investors account for no more than 6 percent of output in any 
of the broad categories. Thev have about 13 percent of total U.S. 
petroleum refinery capacity. Foreign banking has about 7 percent of 
to;^l U.S. commercial bank assets, and foreign-controlled insurance 
companies account for 5 pei-cent of total premium income of insurance 
companies operating here. 

Two basic types of motivating forces account for the gro^vth in re- 
cent foreign direct investments m the United States, and these are ex- 
pected to continue. They are : first., the pull caused by the large U,S> 
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market, relatively favorable labor conditions, and, in ?ome cases, access 
to comparatively inexpensive raw materials or special technologies; 
and. second, the push of overall economic conditions in other devel- 
oped countries, accompanied by the increased financial, technical, and 
managerial capabilities of foreign firms for undertaking large-scale 
overseas investments. 

Foreign firms of Western Europe and Japan that had developed ex- 
poit markets in the years following Worla War II by the late 1960's 
or early 1970's had caught up with U.S. firms in technological and 
management skills. This factor, accompanied by the gradual equaliza- 
tion of U.S. labor costs with these abroad and two dollar devahiations 
led some foreign firms to serve the U.S. market by establishing or ac- 
quiring plants in the United States. Access to raw materials was im- 
portant in other cases, particularly in Japanese investments in timber 
and coal, partly through long-term supply contracts. 

Foreign firms use many sources and combinations of sources of 
funds in financing their investments in the United Stat«s. The use of 
foreign sources is significant, particularly in the initial investment 
stage. However, in 1974, U.S. banks and other U.S. sources were the 
largest suppliers of capital for all foreign-owned affiliates in the 
United States. 

An investigation of the management and labor practices of foreign- 
owned subsidiaries in the United States, carried out as part of the 
Commerce study, found that practices of such companies were gener- 
ally similar to traditional U.S. practices. In most of these companies, 
employment increases resulted from the investment — whether startups 
or acquisitions, 

U.S. nationals were found to predominate in managerial positions. 
Although it was not possible to thoroughly investigate all aspects of 
labor-management practices, the findings indicate there is not an un- 
favorable impact on the United States economy and U.S. working 
conditions. 

Foreign direct investment was reported not to be the predominant 
vehicle for the transfer of technology into or out of the United States. 
However, technology transfers associated with such investment are 
significant. In the area of product and process technology, the net bal- 
ance seems to be into the U nited States, but in the area of management 
innovations and marketing techniques, the net flow appears to be 
outward. 

U.S. tjixationis not a key determinant in the basic decision to jnakea 
direct foreign investment in the United States, although it bears on 
choices of financing methods, business strategy and the disposition of 
earnings, I'ax treaties, home country exemptions and foreign tax 
credits moderate the burden of the U.S. tax. 

For the Nation as a whole, the study has not fomid a strong factual 
basis for concern about foreign ownership of agricultural land and 
other real estate. However, the inadequacy of data in this field, together 
with the use of indirect means of obtaining ownership and techniques 
to avoid ownership disclosure, results in much uncertainty as to the 
amount and nature of land owned by aliens, except for a few local 
ai-eas for which special investigations have been undertaken and that 
are summarized in the Commerce report. There is a need for further 
investigation. 
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Senator Inouye. By tliis statement, are yoii suggesting the invest- 
ment might be much larger than reported ? 

Mr. Berger. That is right, sir. AVe tliink there is a good deal we 
don't know about. The special surveys that wore conducted all face the 
same problem of not being «ble to go beyond tlie legal ownership, not 
to be able to determine the beneficial owuei-sliip. 

As you know, the inadequacy of the reporting mechanisms, so far 
as identification of foreign ownei-shij) is concerned, is such that there 
is very little we can do. It is adiLiinistered at the State level, so v.liat 
you know may only be the tip of the i<;eberg. 

We have no strong indications of very extensive foi-eign ownci-ship- 
beyond what we have identified. 

Senator Inolit:. But wouldn't amendments be i-cquired to carry ont 
what you suggest? 

Mr. Beroer. Yes, sir, it would require amendments perhaps in teinis 
of iniiforniity at the State level rather than in terms of any Federal 
land legislation — land identification legislation. 

Senator Ixouit,. Would the present disclosure laws be sufficient ? 

Mr. Beroer. Beg your pardon ? 

Senator IxouiTi. Are tJie present disclosure laws sufficient for your 
purposes ? 

Mr. Berger. We don't think so. If it is inijMJrtaiit to determine the 
alien ownership, then the present laws are inadequate. 

I think the question that has to be asked is, how important is the 
need to know? Is it a local matter, a matter at the State level? Is it 
a Federal matter; are there issues which justifj" introduction of some- 
thing at the Federal level ? 

Senator Ixocye. Thank you very much. 

Please proceed, 

Mr. Beroer, The Federal Ciovenmient's collection of data on foreign 
direct investment is scatteied among many agencies, and coordination 
of these activities is being undertaken. With the establishment of the 
Interagency Committee on Foreign Investment in the United States 
and the Office of Foreign Investment in the United States with the 
Commerce Department, a framework now exists for improving the 
collection and analysis of pertinent data. 

Also, the 1974 lienehmark survey provides moi'e complete data than 
was previously available. However, additional regular mandatory 
statistical sun'eys and a regular statistical collection program not 
now possible under present legislative authority are needed to piovide 
continuing current data and special studies. 

As you know, the administration has indicated its support of S. 
2839, a bill introduced by you, Mr, Chairman, which would provide 
the necessary authority to collect such information in the future. 

While our study iloes not lead us to conclude that the size, growth, 
practices or economic effects of foreign direct investment in this coun- 
try require a change in our policy or basic treatment of such invest- 
ments, we are convinced that the maintenance of an appropriate policy 
and public acceptance of such a policy are dependent on a continued 
awareness in the government and on the part of the general public 
of foreign investment activity and its implications. 

The executive branch monitoring program ali'oady undertaken, 
buttressed as required by legislation providing the necessary authori- 
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zation for data gathering, should go a long way toward meeting that 
objective. In addition, some examination of existing restraints on 
foreign investment seems in order to assure that uncertainties and 
inconsistencies in the pertinent laws and their application are 
minimized. 

That concludes our statement, Mr. Chairman. We would be very 
happy to answer any questions. 

[The charts follow :] 

Rgure 1. OiSiiribution of Foreign Direct InvsstmGnt Position 

in, and Total Assets of, U.S. Affliiates, Year-end 1974 



{=breign Direct Investment Position: $2S.5 Billion 
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Total Assets of U.S. Affiliates: $174.3 Billion 
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Figure 2. U.S. i\^eirchancliise Trade of U.S. Affiliates 
Compared to Total U.S. Trade, 1974 






U.S 


IMPORTS 




JH 1 




CD 












] 






r 4 


1 


U3 




i » 


li 





Ey Araa of Destination or OHgIn 



U.S. EXPORTS 


i 1 




■ 1 1 




1 1 




^. .■l.Wl 






1 








Senator Inouye. Thank you very much. 

I have several questions here, most of ivhleh I will submit to you 
for your careful examination. 

I would like to ask you a few at this time. 

You have indicated that the foreign investment position was $26.3 
billion at tlie end of the year 1974. 

The official U.S. figure given earlier was $21.7 billion. 

How do you account for that difference ? 
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Mr. Kru£r. There arc tliree or four major factors which we know 
of. One of course, is tlie difference in definition, the change to include 
10 to 24 percent ownership whereas the previous figures included only 
25 percent and above. It now runs from 10 to 100. I think this gave 
us a difference of abont $1.2 billion. 

In addition, theie was a much better coverage of what we call 
foreign affiliates of tlie foreign parents. These are affiliates of the 
foreign parent which aie located m a different country from the for- 
eign paient and does not have m\y direct ownership in the U.S. 
aftiliate, but does have financial dealings with it. 

By definition, we include this in direct investment. However, in 
tire current quarterly surveys, we get only a few reports covering 
these types of transactions and we found there ivas some, oh, I think 
possibly another billion dollars there. 

The other was better coverage of the real estate industiy, where we 
know we picked up more affiliates because of tlie efforts extended to 
get better coverage and also because a lot of these are of smaller size 
and exempt from current reporting requirements. 

Then, there would just be other companies along the line that we 
hadn't gotten in tlie past, but are picked up because we made a better 
effort this time. 

Senator Ixouyi:. You state that Japanese ini^estments total only 1 

Jercent of FDI. How does this account for tlie enonnous shares wliich 
apanese affiliates have in sales and otlier financial categories? 
Furthermore, yon note that substantial outstanding loans of U.S. 
affiliates to Japanese pait'jits largely offset their investments in U.S. 
affiliates. Could this kind of a financial arrangement be seen as a, 
covert way of Japanese firms repatiiating their capital investments or 
are Japanese companies purchasing deliberately cash-rich American 
films? 

In sliort, what is the explanation for this type of corporate 
behavior ? 

Mr. KniTEii. I would say it's not the latter. Particularly since it's 
the tiading companies, and most likely, wheio the Japanese are con- 
cerned, these are 100 percent owned, and they have been established by 
the Japanese paient companies. A lot of tins nominally relates to the 
tunnoil in the currency markets in 1972 and 1973 and. of course, the 
peti'oleum crises in 1974, when Japan was somewhat concerned about 
its balance of paymentb because of tlie ti'eniendous increase in the price 
of oil. 

These companies were either loaning money to the foreign parents 
or not paying for their purchases. 

AVe found in .some cases, tliey weie piepaying for their future im- 
ports from the foreign ]>arent. 

Senator Inoute. Is this type of arrangement prominent only among 
the Japanese ? 

Mr. Kruer. No, Theie were two other countries where there were 
substantial amounts of the reverse loans. 

Senator I\-onT,. What countries ? 

Sfr, Kruer. I believe it was the United Kingdom and the Nether- 
lands, but I'm not positive. I can check and give you an answer with 
the wi'itten questions. 
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Sonator Inouye. Secretary Parsky stated earlier that 90 percent of 
the investments from Switzerland are for nominees. 

Do you have any more information as to the nature and character 
of these nominees ? 

Mr. Kruer. Again, for ourselves, no. Although a lot of the Swiss 
investment we have in direct investment, we believe is actually Swiss 
investment, althougli I think there is some for other countries. 

We find in direct investment, a lot of them go throngii the holding 
company areas in the Caribbean and also such places as Luxemboui^ 
and Liecli ten stein. 

But, the Swiss do have larjre investments directly on their own. 

Senator Inouye. Tlicre was a time when many citizens expressed 
concern that the OPEt' couTitrips would suddenly deluge this country 
with investment and take over a part of our economy. 

Does your study indicate any such capital movement ? 

Mr. Kruer. No. I did pull together a few figures on the investment 
bv OPEC countries. Of the 13 OPEC countries, 6 did not have any 
identifiable direct investment in 1974, The 7 countries with invest- 
ments in the United States had 83 affiliates, with Venezuela having 
40 : Iran, 14 ; Kuwait, 7 ; Saudi Arabia, 6 ; Ecuador, 1 1 ; Indonesia, 4 ; 
and Gabon, 1, 

The affiliates had total assets of $8.9 billion, howerer, amiroximately 
00 percent of this is accounted for by the one Middle East country, 
which lias a participation in the U-S. incoi-porated company whose 
production assets are located in that country. Only about $150 million 
lire as.sets of affiliates in the T'^.S. real estate industfj-. 

Senator Inouye, But yon still have no idea as to whether the Swiss 
investments are fi-om OPEC countries? 

Mr. Kruep^ No. 

Senator Inouye. In his book, "The American Challenge," Servan- 
Schreiber repeated one of the European criticisms of U.S. investment, 
namely that, in Eni"oije, the Europeans were helping Americans to 
finance the purchase of their own industries. It would appear that this 
same pattern holds tnie here, too, that our financial institutions are 
helping foreign Investors to gain control of U.S. businesses. 

Mr. Behger. I believe, to some degree, that is true. We have made 
an investigation of the financing tediniques of foreign investors, di- 
rect investors in the United States, and there is a wide variety of 
sources of financing, as you would imagine. 

The newer companies to a large degree derive their investment 
f imds from the home country, the parents' corporate resources, or from 
banks in the home country. As the companies get more established 
hei-e. they tend to borrow in the United States. 

There is no indication of any inordinate amount of borrowing in 
the United States ; it is consistent with the type of borrowing that is 
cfl rr'ied on by American companies. 

Senator Inouye, In carrying out the survey, do you find that all 
of the major companies contacted, responded affirmatively, and coop- 
eratively? 

Mr. Kruer. Well, I would say that they did only with a fair 
amount of encouragement. Most of them did. There was only one 
large company which did not respond. 
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Senator Inottte, What company was this? 

Mr. Krtier. Engelhard Minerals and Chemicals, 

We got a report from them only about 3 weeks ago, I think. There- 
fore, it is no included in the i-esuits we have here. 

There are a number of other smaller companies, and I say very 
small. I don't think they would add anything to the numbers one way 
or the other. There are some that didn t respond at all, but, as far as 
we can tell, they were very small. We do have a few more reports 
which we could add to the statistics, but they would say nothing 
significant, other than the one company, 

Mr. BKitoi:R. Apart from the statistical survey, Jlr. Chairman, we 
did contact, through our contractors, a large number of foreign firms 
for a number of purposes, in ascertaining t^eir management practices, 
labor practices, motivations, and so forth. 

We did get a good deal of cooperation. The contractors felt they 
were not turned down very much. There was no mandatory requii'e- 
ment for them to supply information, yet they seemed to feel their 
interests were served by being cooperative in the investigation. 

Senator Inoute, Are you satisfied that this study is a sufficiently 
reliable one? 

Mr, Krtjeh. Yes, 

Senator Inoute. I presume that you support the measures that 
would grant you authority to carry on, on a regular basis, the bench- 
mark studies? 

Mr. Kruer, We certainly do. 

Senator Inoute. How soon would this study be updated from your 
professional standpoint? 

Mr. Kruer. We had hoped to do benchmark siiiTeys of both inward 
and outward investment once every 5 years. As your bill provides, 
and as we have discussed, with amendments, they will not be done 
more than once every 10 years. 

It depends, if we seem to get another large surge of investment, as 
we may have had in 1973 and 1974, it might be 5 years. 

If everything seems to go along just normally, with no particular 
reason for a large surge, we might go closer to the 10-year period. 

Senator Inoute. Well, once again, gentlemen, I thank you very 
much for your participation this morning. 

I would like to submit to you a list of questions for your considera- 
tion and response,' 

With this, these hearings will stand in recess, subject to the call 
of the Chair. 

[Whereupon, at 10;17 a.m., the hearing was adjourned, subject to 
the call of the Chair.] 

[The following information was subsequently received for the 
record :] 

: United States — Sumuabt 
(From the U.S. Treasury Department, Office of the Secretary, May 3, 1976) 

INTEODOOTIOIT 

This is a summary of the flual report on the findings of a study of forelgD 
portfolio Investment in the United States that the Department of the Treasury 
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has reoentl; completed. Tills study was undertakea pursuant to the Foreign 
Innestment Study Act of 1974 (Public Law 83-478) which authorized and 
directed the Secretaries of the Treasury and Commerce "to conduct a compre- 
hensiye, overall study of foreign direct and portfolio Investments In the United 
States." In dividing this reBponsibillty, the Act drected the Secretary of the 
Treasury to undertake that part relating to foreign portfolio Investment while 
the Secretary of Commerce was to cover foreign direct investment. The Act 
called for interim reporta on the findings of the two studies by October 197B 
and final reports six months later. 

The term "foreign portfolio investment" generally refers to foreign invest- 
ments In U.S. securities that do not involve any slgnlBcant influence on the 
management of the enterprise. The definition used for the purpose of this study 
covers Investments in the United States in voting stocks involving less than 
10 percent ownership by the foreign investor, in non-voting stocks, and in debt 
instruments with maturities of more than one year by persons residing in foreicn 
countries (other than non-voting stock and debt owned by a "direct investor"). 

It should also be noted that the term "foreign" includes U.S. nationals residing 
abroad and excludes foreign nationals residing in the United States. 

The idea for this study originated In 1973, at a time of increasing public 
concern over the possible effects on our economy of a rise during that year In 
Investments here by European and Japanese Interests. It received a further 
impetus the following years as the focus of this concern Bhlft«d to the oU- 
[uoducing countries, who had begun to accumulate substantial amoimts ot 
Investable surplus funds as a result of the increase in oil prices. 

During the earlier phase of this concern, the Executive Branch undertook an 
overall review of U.S. policy toward foreign Investment here. The conclusion of 
that review was that we sliould maintain our traditional "open door" approach 
to such Investments, under which we (1) offer no special incentives to for- 
eigners to invest in this country and, with a few exceptions, no special barriers, 
and (2) treat them equally with domestic investors once they are established 
here. It was also concluded, however, that we needed more Information on for- 
eign investment In this country. 

Thus, the E^iecutlve Branch welcomed the bill which authorized this study ot 
foreign investment In the Unit«d States when It was introduced In the Congress 
in December 1973, Officials of the Executive Branch testified in favor of the 
bill In both houses of Congress and their staff's worked closely with congressional 
staff members to refine It during the following months. In the fall, both the House 
and the Seante passed the bill by substantial majorities and on October 26, 1974, 
the President signed It into law. 

Well before the Act was passed, the Treasury staff had already completed a 
substantial amount of groundwork on this study — the first of this type to be done 
since 1941. A major part of the study was a statistical survey to collect data 
on foreign portfolio Investment in this country. In this effort, first priority waa 
given to determining exactly what data were needed and then designing forms 
and elaborating regulations that would facilitate its colletclon. Consultations 
were held with representatives of potential reporters to ensure that they could 
produce the required data at a reasonable cost to reporters and within the time 
frame set by the Act. 

The final reporting forms and regulations were mailed to potential reporters 
in January 1975 with a deadline of March 1 for their completion and return. In 
total, more than 10,000 forms were completed and returned to the Treasury. 

For some of the nnn-quantitatlve parts of the study — relating mainly to the 
institutional and legal aspects of foreign portfolio investment In the United 
States — the Treasury contracted for the services of a private consulUng firm. 
In accordance with established legal procedures, the Treasury released a "re- 
(luest for proposals," soliciting bids from qualified firms. A number of firms re- 
sponded to the request, and the contract was finally awarded to the flrm of 
R. Shrlver and Associates. 

The contractor's work plan involved two major tasks In regard to the institu- 
tional aspects of the subject : 

(1) A survey of the reasons for foreign portfolio investment activities in the 
United States. 

(2) Identification of the processes and mechanisms through n'blch foreign 
portfolio investment is made in the United States, the financing methods used, 
and the effects of foreign portfolio investment on American financial markets. 
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The bulk of the contractor's effort ponnisteiJ of iiiterviews wUli more (ban 100 
individuals in pi'omliienC flnancial institutions, botli liere und abroad, that are 
netive in foreign portfolio investment in the United States. The institutions 
tovered Included InvcBtment banks, broker/dealers, stock exclianges, industry 
iiasociations, bank trust departments, investmeat advisors, U.S. subsidiaries of 
foreign financial institutions, and Insurance companies. The foreign countries in 
which interviews were conducted were : Canada, France, Hong Kong, Japan, the 
Netherlands, Switzerland, the United Kingdom, and West Germany. 

The contractor's legal work was directed coward an analysis of the purpose 
and effects of U.S. laws and regulations tliut relate to foreign portfolio invest- 
ment here. Information was obtained tlirflugh study of the laws themselves and 
their legislative histories, discussions with offliials of Federal and state govern- 
ment agencies, and interviews with representatives of the financial communities 
in the United States and selected foreign countries. 

The Treasury's overall progress on the study through early October 1975. was 
reported In en Interim Report to the Congress, which was released on October 26. 
The past six months have been devoted to bringing our data collection and 
researcli efforts to an end, assimilating the results, and formulating our con- 
clusions and recommendations. The remainder of this report is a summary of 
the findings of this study. The full report will be printed and made available to 
the Congress and the public in the near future. 



The major undertaking of the Treasury study was a comprehensive bench- 
ninrk survey of foreign portfolio investment in the Uuited States as of the end 
of 1974. The Treasury I^partment has been collecting montlily and quarterly 
data on foreign portfolio Investment In the United States for many years ; how- 
ever, this reportin;^ program was not designed to yield the detailed data tailed 
for in the Foreign Investment Study Act. Furthermore, the continuing report 
series covers the fityw of forel$;n portfolio capital into and out of the United 
KCates at transactions values ; it does not show what the stock of this investment 
is, i.e., the total outsandini; value of such investment at a giveu time. 

The last complete survey of the outstanding amount of foreign portfolio lu- 
ve.'<tmenC In the United States was done by the Treasury Department for 1!>41, 
Working from this benchmark, the Department of Commerce has made annual 
estimates of tlie amounts outstanding by estimating changes In the market 
value of the investments held by foreigners and adjusting for recorded inflows 
nr outflows in each year. Obviously, the use of such data over a period of more 
than 30 years can result in substantial differences between the estimated and 
actual amounts. Therefore, the first major task of the study was to undertake 
a new survey of the stock of foreign portfolio investment in the United States. 

The data for the Ijenchmark survey were collected from two sets of reporters. 
The first set was the '■issuers" (i.e., of securities or long-term debt) themselves— 
U.S. corporations, partnerships, investment companies, and other organizations 
and persons subject to the Jurisdiction of the United States. These persons were 
required to provide, on the basis of their own records or those of their transfer 
a^nts. a detailed listing of direct foreign-resident ownership of each of their 
securities or their long-term debt disaggregated by country of residence and type 
of foreign-resident owner. 

In many cases the name and address shown In the issuers' records nre not 
those of the final beneficial owner, but rather those of a "nominee" holder of 
recoi-d. usually a broker or a bank, who holds the securities on behalf of Uie 
benefical owner. If such a nominee is a U.S. person, he may hold these se- 
curities for foreign as well as domestic owners. A second set of report forms, 
therefore, liad to be collected from U.S. holders of record who held U.S. securities 
for foreign accounts. These forms required information to lie filed on the coun- 
ty of residence and type of holder for each of the securities held for foreign 
person.H. 

The results of this survey show that foreign portfolio Investment a.'! of De- 
ceinlier 31. Ift74. was $fi7 billion. This comjMirew with previous estimates pul>- 
lishitl by the Commerce Department of about J5C billion. Tlie total connisted of 
five broad categories of Investmeuts as follows : 
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Some $27.4 billiun of the total represented the holdings of foreign official 
institutions, mainlj- central banks, monetary authorities, and international lend- 
ing agencies. Of this amount, nearly $23 billion consisted of U.S. Treasury bonds 
and mrtes, more than half of the total U.S. debt held by foreigners. Most of these 
official holding represented international reser\-es of the countries concerned, 
placed in the United States because of the unique position of the dollar as the 
world's chief reserve currency. 

The volume of these official holdings is determined mainly by balance-of-pay- 
mencs factors. Independently of the ability of U.S. financial markets to attract 
foreign capital through the operation of normal market forces. Only to a small 
extent, snch as investments of official pension funds and some of the more recent 
investments of the Jllddie East oil-exporting countries, do official funds move 
primarily In response to market criteria. 

Another important special factor affecting the survey totals was foreign 
holdings of U.H. corporate bonds and other long-term debt resnlting from the 
U.iS. Oovemment capital control and restraint programs during the period from 
the mid-1960*s to the early lOTtfs. Under these programs, U.S. firms were en- 
couraged to go to foreign capital markets to raise the necessary fnnds to finance 
their direct Investments abroad In lieu of moving funds from the United States 
to foreign countries. As a result, I'.S. flrniH placed a large volume of both 
straight and convertible bonds abroad, so-called Euro-bond Issues, and addi- 
tionally raised funds through direct loans from foreign banks. When this was 
done by bond issues of U.S. -incorporated entities, such as finance affiliates incor- 
porated in Delaware, foreign placements resnlted In an Increase of foreign port- 
folio holdings of U.S. bonds and other long-term debt. 

It should also be noted that the reporting date of the benchmark survey fell 
In the the early period of the large accumulations of funds by the oil-producing 
countries, before these countries bad a full opportunity to allocate theJr holdings 
across a balanced and diversifled portfolio. Consequently, the end-1974 holdings 
of these countries in the United States were heavily concentrated in short-term 
assets, which are not included in the survey. In 1975 and early 1976 the oil-pro- 
ducing countries moved substantial amounts of their U.S. holdings into longer- 
term assets. 

Finally, It should be noted that the reporting date of the survey followed a 
period when the U.S. stock market was In a deep slump and the general lack 
of buyer Interest In UjS. stocks was also applicable to foreigners. In 1975 and 
early 1976 there was a strong upsurge In foreign purchasers of U.S. stocks, which, 
along with the sharp increase in the value of U.'S. stocks held by foreigners as 
of end-1974, considerably increased foreign holdings of U.S. stocks, both In 
absolute terms and as a proportion ot the total foreign portfolio of U.S. assets. 

When ail these factors are taken Into account, It Is seen that foreign Interest 
in U.S. assets as market-related portfolio investments Is primarily In the form 
ot U.S. corporate stocks. Consequently, most of the data and analysis in this 
report are directed to these holdings. 
Foreign Eoldingg of V.B. Stocks 

The foreign holdings of U.S. stocks of about $25 biUion as of end-lB74 were 
widely diversified by U.S. industry but heavily concentrated by the recorded 
country of residence of the foreign holder. While virtually every country in the 
world was recorded as holding some U.S. stocks, three countries, Switzerland, the 
United Kingdom and Canada, accounted for 58 percent of the total and when 
the Netherlands and France are added these five countries alone accounted for 
75 percent of the total. 
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These recorded country distributlonH ate somewhat misleading, however, l>e- 
cauee of the so-called "nominee problem." Some holders of record of U.S. secnrl- 
Oes — "nominees" — hold these securities on behalf of other persons. Where these 
nominees were U.S. persons, subject to U.S. law, they were required to report 
the country of residence and the type ol foreign persons on whose behalf they 
were holding securities as of end-1974. The existence of l/.S. notniMees, therefore, 
■was not a significant problem in the collection of data for the survey. The ex- 
istence of foreign nomineeg, however, who are not subject to U.S. law and the 
reporting requirements, did present a problem. Hiildinga by these foreign 
nominees disguise the true country of residence and the type of beneficial owners 
of U.'S. securities to an unknown extent. 

A further difficulty is that there is no way to determine how much of foreign- 
held U.S. securities are held by foreign nominees since the U.S. reporter often 
-does not lukow whether the foreign holder indicated on his records is holdin? the 
securities for his own account or on behalf of some other person. In order to 
minimize this second difficulty, a category of foreign holders called "banks, 
brokers and nominees" was put In the questionnaire under the aasumptlon Uiat 
foreign banks and brokers who are holders of record of U.S. securities are, for the 
most part, holding these securities for other persons. The validity of this assump- 
tion varies from country to country, however, and It can only be said that the 
totals shown Cor "banlts, brokers and nominees" are assumed to be the maximum 
amounts held by nominees In each foreign country. 

This category of foreign holder accounted for $13.1 billion, or slightly more 
than half of total foreign holdings of U.S. stocks. In the case of Switzerland, 88 
percent of total holdings was recorded in the names of banks, brokers, and 
nominees, and for France the comparable percentage was S8. For the other 
major iiolders of U.S. stocks, U.K., Canada and Netherlands, the proportions ac- 
counted for by this category were considerably less. 

It should not be assumed, however, that the total for this category of foreign 
holders mostly represents holdings on behalf of persons residing In countries 
other than the countries of the nominees. Only In the case of Switzerland is It 
believed that the bulk of nominee holdings is for the account of persons in other 
countries, and even there a significant proportion is believed to be for the ac- 
count of Swiss residents. 

Of the $11.6 billion of foreign holdings of U.S. stocks held directly by types 
of holders who are presumed to have been the beneficial owners (that is, ail 
holdings except those of "banks, brokers, and nominees") $4.5 billion was held 
by Individuals, divided almost equally among U.S. nationals residing in foreign 
countries and foreign nationals. About $3.7 billion was held by institutional in- 
vestors such as Investment companies, insurance companies and pension funds. 
Various other private institutions accounted for $2.5 billion. Foreign official hold- 
ings at the end of 1974 amounted to a little less tlian $1 billion. 

The distribution of foreign holdings of U.S. stocks by Industry does not seem 
to differ much from that of American investors ; evidence of this Is found In 
the roughly similar industrial distribution of foreign holdings and the total 
value of stocks listed on the New York Stock Exchange. 

There were 330 companies in which the total private portfolio ownership ex- 
ceeded 10 percent of the stock outstanding; foreign portfolio investment In the 
voting stock of these companies amounted to $7.5 billion, and they consisted for 
the most part of large well-known firms whose stock is apparently very popular 
with foreign Investors. An additional 536 companies fell in the five-to-ten per- 
cent range of foreign ownership, accounting for $6.6 billion of the portfolio 
Investment in U.S. stocks ; the remaining $9.8 billion was Invested in 4,423 com- 
panies where the ownership was less than 5 percent. 

Foreign holdings of U.S. stocks revealed by the survey are considerably higher 
than those previously published by the Department of Commerce, but not sur- 
prisingly so, considering the degree of estimation that necessarily enters Into 
the Commerce Department estimates. One reason for the difference nmy well be 
the rather unexpectedly large holdings of stocks by U.S. citizens residing abroad. 
If these securities were In the main purchased by such citizens at the time they 
were U.S. residents, their acquisition would not have been refiected in the 
balance-of-payment« statistics and therefore would not have been taken Into 
account in the Commerce Department's estimates. 
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Foreign Moldingg of V.8. Private Debt 

U.S. private debt instruments held by (oreignera as of enil-l&T4 totaled $16.2 
billion, of which |1.5 bllUon was held by foreign official institutions, including 
international instituOons. 

Torelgn private holdings were about equally divided between corporate bonds 
and other forms of private long-term debt. As noted earlier, tbe bulk of foreign 
holdings of U.S. corporate bonds is the result of U.S. Government balance-of- 
payments meaanies to encourage the issue of Euro-bonds and tbus is not truly 
indicative of foreign Interests In U.S. corporate bonds as in the case of U.S. stocks. 
Nearly all foreign holdings of U.S. corporate bonds were accounted for by these 
Euro-Issues. 

Of the $7.3 billion of other forroB of U.S. private debt held by private foreign 
holders, $6.1 billion represented notes and loans, and about one-half of the re- 
maining forms of debt were accounted for by long-term bank certificates oT 
deposit. 

Foreign holdings of U.S. private debt were recorded as almost entirely in tbe 
hands of institutions, primarily banks, brokers and nominees, with individuals 
accounting for less than SI bllUon. By geographic regions, the boldliurB were 
heavily concentrated in a few European countries and Canada. ITie United Eing- 
dom was the largest holder of U.S. private debt with about 28 percent of the 
total. 

When compared to the total amount of U.S. private marketable debt outstand- 
ing it is seen that foreign holdings were not a significant amount. Total foreign 
holdings of U.S. corporate bonds accounted for only about 3 percent of total U.S. 
corporate bonds outstanding as of Deceml>er 31, 1974. 
Dividend and Interest Pavnentt 

The survey questionnaire required reporters to provide information on dividend 
and interest rates applying to their stock and debt issues outstandii^. Informa- 
tion was also obtained on interest rates applying to government securities, and on 
other payments of income to owners or creditors of non-corporate business flrma. 
Applying these payments to tie shares and long-term debt held by foreign 
owners as of December 31, 1974, gives an annualized income to foreign portfolio 
investors of $4,621 million. 

Heretofore, eatimatea of Invpstment income payments In the balance of pay- 
ments have been based on an assumed yield applied to estimated foreign port- 
folio Investment. For the year 19T4 these Income payments were estimated at 
$3,779, about 18 percent less than the survey estimate. 

Income payments derived from the survey indicated an overall yield of nearly 
7 percent, about 6.4 percent on foreign holdinga of stocks, and 7.2 percent on 
foreign holdinga of long-term debt. By comparison, current balance of payments 
yielda on total foreign portfolio investments equalled about 6.7 percent. It ap- 
pears that the higher Income amounts shown in the Treasury survey are not so 
much based on notably different yields applied to foreign-owned assets, but rather 
on the tiigher amount of foreign investment here established in the survey. 
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inVESTMENTS AFTEB 1ST4 

A suhstAntial amount ot foreign portfolio Inveatmeat In the United States 
was made in 1976 and early 19T6, particularly in U.S. atocka. Net foreign pur- 
cliases of U.S. stocks totaled $4-4 billion, in 1976 and f<X8 blUlon in Januarr and 
Febraaryofl976. 

Tlie increaBing Interest of the oll-prodacing countries in V.8. equities was 
evident in these figures as those countries accounted for a third of the total In- 
Uow. Practically all of the remainder was accounted for by the same eountriea 
which have been the major purchasers of U.S. equities in the past, Canada and 
a few European countries. Germany emerged as a major purchaser of U.S. atocks 
for the first time in several years, accounting for $0.4 million of the inflow in the 
fourteen-month period through February, 1&76. 

The total of $4.4 billion for 1975 was a record high but it was probably affected 
by the unusually email inflow in 1&14 when market prices were declining and net 
foreign purchases ot U.S. stoclts were only $0.5 billion. When 1974 and 1975 are 
taken toegther it is seen that the total Inflow for these two years was no greater 
than the total for 1972 and 197a 

The figures for 1974 and 1975 respectively follow the overall trend in buyer 
interest in the U.S. stock market, i.e., quite weak in 1974 and stroi^Iy recover- 
ing in 1975. Past experience indicates that foreigners generally follow overall 
trends in the U.S. stock market sometimes with a lag. 

It should also be noted that purchases by European residents In 1974-1975 
were considerably less than In 1972-1973. While the oil-producing countries are 
obviously an important new element In foreign demand for U.S. stocks, it re- 
mains to be seen whether purchases by these countries will continue to match 
their purchases of 1975 and early 1976, some of which probably represented 
one-time shifts from short-term to long-term investments In the United States. 

The value of foreign holdings of U.S. stocks was also substantially increased 
by the sharp recovery In U.S. stock prices in 1976. The addition to the value of 
these holdings on account of price Increases Is estimated at $8.1 billion for 1975, 
which, along with the net inflow of $4.4 billion, raised the total of foreign In- 
vestment in U.S. stocks to about $37 billion by the end of the year. 
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The relaUve lack of focelgn Interest In U.B. corporate bonds continued to be 
evident in 1975 and early 1976. Middle ElBstem oil-prodncing countries purchased 
$1.4 tiltlion of these Instruments in 1975, but as in ttte case of tbeir purchases of 
U.S. stocks, tliis ma; have been moEtly a one-time shift In order to balance out 
the U.S. portfolios of these countries with more long-term asaeta. International 
Institutions redeemed or sold off Jl liillion of U.S. corporate bonds In 1975 and 
the net purcbases of all other countries were about $0.2 billion. 

As noted elsewhere in this report, foreign Interest in U.S. corporate bonds 
has never been signiflcant, except during tiie mid-sixties and earl; seventies 
when U.S. Government balance-of-pa^taents programs caused U.S. companies 
to active^ sell Euro-bonds at more attractive interest rates to foreigners. With 
the ending of these prograins In early 1&T4, U.S. corporate bonds appear to be 
returning to their previous position as relatively unimportant in the U.S. port- 
folio of foreigners. 

The dominance of U.S. stocks In this portfolio is seen in the estimates of the 
total amounts outstanding for foreign portfolio iuvesCmeut in the United States 
as of the end of 1975. These estimates are based on the 1974 survey and our 
monthly data on foreign portfolio transactions plus estimates of the clianges Is 
market values of foreign-held securities. 
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I liKludti liiMt el Fadeial iimcia and Stat* and municipal tovHninants. 

When account is taken of the special factors involved in foreign holdings of 
U.S. corporate bonds noted above and of the fact that U.S. Qovemment bonds 
are mostly held by foreign official institutions for international reserve purposes, 
it is seen that U.S. stocks still have the predominant role in private foreign 
portfolio investments in this country. 

TABLE I.— FOREIGN PORTFOLIO INVCSTMEKTS IN U.S. STOCKS AS OF DEC. 31. 1974, AND CALCULATED VALUES 



Market valua AdilitiG 
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Attic* 61 

OthtrcduiittiesiiidunillKaUd 170 

InltrnatlDnal organlialjoiii 348 

' Adjualad ts ebnlnala iNuiity trinaactiom ralited to dlrtct Invtilmanti. 
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) FOBEION PORTFOLIO INVESTMENT IW THE 

Tlie Becond major task ot tUe Treasury Departmeiit under the Study Act was 
to research the I'eaBons for foreign portfolio investment in the United States and 
llie iirocesf^es, mecltanisniJ^ and tlnancing metbodfi related tliereto. The following 
flndingR in these areas are based primarily on interviews hy a private researcli 
ftriu with hankers, brokers and others active in foreign portfolio investment In 
the United States and in selected foreign countries. 
lift!/ Foreigners Invest in V.S. Securitiet 

Expectationg for long-term capital growth. — A large majority of foreign 
imrtfolio managers cited "long-term capital gains" as the major objective of 
investments in the United States. The term Itself has undergone some changes 
in meaning over the past ten years. In the mid-sixties, for example, long-term 
capital growth referred to the strategy of buying stock in companies whose 
earnings were expected to grow and holding on to those stocks until this growth 
was reflected In the value of tlie stocks. More recently, foreign portfolio 
investors — like those at home— have come to realize that long-tenu capital 
gains iiosltions could be eroded by failure to recognize in time ahrupt changes 
occurring in the fundamental characteristics of the investee company. Its indus- 
try, or even country. Consequently, it was reported, Investment strategies have 
been altered to take short-term profits In particular securities when they occur, 
vrtiile nonetheless preserving the objectlre of long-term capital growth of funds. 
The fact that many foreign governments do not tax capital gains undoubtedly 
encourages such strategies. Some evidence of this view may 1>e found in the fact 
tliflt the turnover of foreign portfolios of U.S. stocks seems to be somewhat 
faster than the turnover of nil stocks listed on the New York Stoclt Exchange. 

IleJative economic and political staiUittf of the United Btateg. — Unlike their 
U.S. counterparts. International portfolio managers must first decide the "cur- 
rency" <or country) in which to invest. This decision requires an assessment of 
international economic and monetary developments, as well as of relative 
political stability. 

The United States Is popular with foreign portfolio managers In large measure 
because of its relative political stability. Many European investors see the 
United States as more sympathetic to free enterprise and tlie profit motive 
than some other major countries, with less risk of nationalization of private 
enterprise. 
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There was also frequent expression of the view that the U S economy T\as 
leia vulnerable to cvflical influences than some other countries. The question 
of exchange rate risk nas frequently raised while many respondents seemed 
to regard the present system of flesibie rates as adding a new hazard there was 
no evidence that the nev. system was deterring portfolio investment in the 
United States 

The «tje and Itqutdity of L S capital markets — The relatively small size of 
many foreign economies in relation to their btock ot accumulated savings and 
the fact that In many countries business Investment Is financed extensively by 
banli credit closely held stock issues and government funds combine to limit 
dome=itic opportunities for portfolip investment The la<-k of depth and liquidity 
associated with smaller capital markets abroad also makes it dlfiicult to place 
large amounts of funds in a relatively short period of time In short there 1^ a 
seasoned secondary market for securities in the U S markets that frequentlv 
does not eiist elsewhere 

Orgawzatton and regulatiofi of I ^ eapilal tnorktts — Many foreign investors 
cited the regulation of the U S securities markets (mainlv by the Securities and 
Exchange Commission) as a strong attraction to foreign Investment. Ottier 
investors noted that the U.S. markets are better organized than many others ; 
that is, the mechanisms for initiating and concluding a trade are more sys- 
tematic, occur promptly, and specialists act to maintain orderly markets. 

Qrea-t range of inveitment choicer. — Many foreign portfolio managers Invest 
in the United States to participate in industries that simply do not exist locally, 
or in other foreign countries Most high technology industries such as computer, 
communications, and aerospace are concentrated in the United States. Foreign 
investors are also attracted to the natural resources if the I nited States, such 
as oil, gas and timber 

Finally, in some foreign countries the choice of issues Is limited because the 
local government Is in charge f f many sectors of economic activity ; for instance, 
to invest in airlines, railroads or even utilities it may be necessary to invest in 
the United States. The U.S. markets are also unique in offering a lai^e variety 
of instruments such as warrants, options, rights, and convertible debentures. 

Sales etforta of U.S. tecurities dealers.— The U.S. securities industry mates a 
strong effort to sell U.S. securities abroad. Most large broker/dealers provide 
the same kinds of advice and services to their foreign clients aa to their domestic 
accounts, and have established branch ofllcea in major foreign cities to serve 
foreign clients (as well as to engage in underwriting of Issues, notably Euro- 
issues, abroad). 

Although many foreign investors reported having suffered losses in the late 
sixties and early seventies following the recoramendatlons of salesmen for U.S. 
broker/dealers, they still continue to purchase securities through firms in which 
they have confidence. In eltect, the "salesmen" are the analysts, economists and 
investment managers who combine to produce reliable recommendations. 

In addition, U.S. corporate executives travel abroad regularly to address 
investor groups, to keep them informed of developments in their respective com- 
panies. Foreign Investors are also "sold" U.S. securities by their own local 
brokers, particularly tliose who may have participated in foreign underwriting 
of U.S. issues. 

The greater efpoiencp of U.S. markets.— V.S. security markets are widely 
considered to be the most efiiclent in the world, in the sense that information 
is widely available and almost Instantaneously reflected in the prices of stocks, 
7his means that even inside information Is no guarantee of consistent returns 
In excess of those earned by the market as a whole. 

Some Investors view the efficiency of U.S. markets as a reason for not Investing 
in the United States; most, however, consider eflldency to be a positive factor. 
The former say they can make good profits only on markets where manipulation 
is common. The latter say that the full disclosure of accounting InformatiiMi 
required In the United States provides a broader knowledge of the companies in 
which to invest. By eonlrast, non-U.S. companies that are listed only in foreign 
markets often provide very limited Information. The Information that Is provided 
Is often poorly presented, Incomplete and sometimes deliberately misleading. 
Othrr Economic Fartom 

The outlook for the U.S. husIneRs cycle is obviously one consideration (or 
potential foreign investors in the United States and they seem to be avid con- 
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Burners of U.S. economic projections. However, the prevailing opinion among 
persons Interviewed was that most foreign investors talce a long view, that they 
are not trying tu profit from short-term market awlnga. 

Actual and anticipated exchange rate changes ma; alter at least the timing 
of portfolio Investment, and eountiiea subject to frequent or violent rate changes 
ma; lose even their longer term attractiveness to foreign Investors. Some 
respondents expressed the view that fieslble exchange rate ma; Induce some 
Investors to avoid exchange risk b; investing locally. Some Investors attempt to 
hedge against exchange fluctuations, but this Is usually not practicable for 
relatively long periods of time, and besides may be costly enough to wipe out 
anticipated gains on tlie investment itself. 

Relative interest rates among countries at any particular time, and current 
interest rates in the United States compared tu those prevailing In the past or 
expected to prevail In tlie future, will obviously aftect the timing, and perhaps 
the absolute volume, of private foreign Investment in U.S. debt issues. 

Changes in foreign exchange controls abroad obviously have a considerable 
effect on foreign |M>rtfolio investment in the United States. Most countries main- 
tain de jure, if not always de facto, controls on outward capital movements; 
among the major countries, Canada, Switzerland, and German; are outstanding 
exceptions. 

Changes in the amount of real foreign capital available for outside Investment, 
as indicated by balance-of-paymenta surpluses, will also affect portfolio invest- 
ment in the United States. Variations among foreign countries in the share of 
world savings may also have an effect, since some countries [e.g. Canada), have 
a higher propensity than others for placing externally invested funds in the 
United States 

Foreign portfolio investors use the same Investment channels, for the most 
part, as do U.S. portfolio managers. For equities, these channels are. in relative 
order of size, the Xew I'ork and American Stock Exchanges, regional exchanges, 
the over-Oie-counter market and foreign exchanges which list U.S. securities. 

Foreign Investors use U.S. brokers, U.S. subsidiaries of foreign flrraa, and, 
when dealing on an overseas eschange, the stock exchange departments (or 
trading desks) of foreign banks. The point was made by some U.S. subsidiaries 
of foreign banks that, although they had originally been created to serve as a 
captive vehicle to reduce commission expenses for their parents, they had become 
independent brokerage firms competing wirb U.S. brokers for the same clients. 

With the trend towards increasing independence by the formerly "captive" 
subsidiaries, more brokerage business is again being directed by foreign portfolio 
managers to U.S. brokers. The type of brokerage firm used Is typically one 
which has good research facilities, will service overseas accounts well, and 
has execution expertise. 

Some foreign portfolio managers will enter all orders to buy and sell listed 
securities to the New York Stock Exchange, while others use local exciianges. 
The number of U.S. securities listed on foreign exchanges varies, but will usuall; 
Include the major U.S. corporations, as well as muUlnatlonais doing business in 
the host foreign country. In Switzerland, for example, a Swiss bank will often 
"sponsor" a U.S. company, and will then be responsible for maintaining a reason- 
able market In that company's stock. 

In selecting brokers, foreign investors attach considerable importance to re- 
search capability and qnality of investment ideas. Another important factor is 
the U.S. broker's ability to Invite the foreign bank concerned Into key under- 
writings. 

To a greater extent than their U.S. counterparts, most foreign portfolio man- 
agers agree to place a certain volume of business with a U.S. broker in exchange 
for access to the firm's research capability. The complexity of these arrange- 
ments has caused most foreign institutional portftriio managers to use the serv- 
ices of a relativel; small number of U.S. brokers. 

Since almost all foreign Investors are dependent on U.S. brokers for research 
and other information on U.S. companies, the foreign investors are not aa com- 
mission conscious as their U.S. counterparts. While the; expect a reduction 
from the fixed rates of prfr^Ma; 1, 1975, most Indicated that tbey do not seek the 
lowest possible cost. Some foreign investors also expressed concern that the 
competitive commission structure would result in a significant reduction in the 
amount of investment research that U.S. brokers provide ; their comments reflect 
their dependence upon U.S. brokers for such information. 
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In recent years Eurodollar bonis hare been the must frequently uaed vehicle 
for foreign investment In U.S. bonds. The mecbauism iiormally used Is for tbe 
loreisii bank to Join tbe underwriting group, If possible, and tben to sell to Its 
own clients directly. Less frequently, the foreign portfolio manager will purchase 
these secnritiea from U.S, or foreign underwriters of these issues. 

Few foreign laveators purchase domestically Issued U.S. corporate debt obli- 
gations. However, some Canadian and U.K. insurance companies maintain a 
portfolio expert In the United States to facilitate participation in original 
underwri tings. 

With rare exceptions, forelffn portfolio Investment is not "financed" by borrow- 
ing, either in tlie United States or abroad. At tbe end of ID74, for Instance, 
U.S. brokers reported only $200 million "due from foreigners." an amount that 
was ai'tually exceeded by tbe $300 million due to foreigners. U.S. brokers, banks 
and other lenders are. of course, subject to Federal controls on margin require- 
ments with respect to their foreign as well as their U.S. customers. 

There are two apparent exceptions to this, which on closer examination prove 
not to be typical. First. Britli^h investors liave from time to time engaged in 
what are called "loan fund" operations. These funds are explicitly set up to 
avoid the effects of U.K. exi^hange regulations, and Involve the use of "back-to- 
back" loans to obtain the foreign currency necessary to purehaR« foreign assets, 
in effect liy-passlng the "Investment dollar" pool wltlt Its attendant premium. 

The second exception is that, from time to time, foreigners have placed the 
proceeds of U.S. borrowings in U.S. assets during the period between take-down 
of the proceeds and actual esi>endlture of funds. This lias been particularly true 
of the largest borrowers — international organizations and Canadian entitles. 
Indetd, it was for some years U.S. policy to strongly encourage such actions. 

EFFECTS OF tT.S. ECOKOMT AND B.4LAXCE OF PAYMESTS 

As a general proposition, foreign portfolio investment Is beneficial to the T^.S. 
economy In the same way as otlier economic transactions between residents of 
the United States and foreign residents are beneflcial to our econtimy. Ail eco- 
nomic transactions which are motivated by market forces are presumed to be 
beneflcial to the economy as a whole, and transactions in U.S. securities between 
foreigners and U.S. residents are no different in this respect than any other 
kind of transaction between Americans or Iwtween Americans and foreigners. 

Foreign portfolio investments in the United States are frequently termed as 
"inflows of foreign capital" and as such are sometimes viewed as additions to 
the U.S. pool of capital for investments. While foreign portfolio investment does 
benefit the capital Investment process In the United States, it does not involve 
an inflow of capital In the real sense. The term "Inflow" can also be misleading 
In the flnancial sense when applied to foreign portfolio investments since the 
process may involve nothing more than a chanfje in the form of U.S. liabilities 
to foreigners. 

To understand the process. It is useful to work through a typical foreign 
portfolio investment in the United States. When a foreigner buys a U.S. security 
he will usually buy it through a U.S. broker with dollars, which he will either 
have on deposit In a U.S. bank or acquire from some other foreigner <e.g.. a 
l>ank) who has dollar deposits in the U.S. Thus far. the transaction U no differ- 
ent In its effect on tbe economy than a aLmilar purchase by a U.S. resident, and 
tbe only effect on the U.S. international Investment position — our balance 
sheet vis-a-vis foreigners — Is an Increase In our liabilities to one foreigner (the 
buyer of the security) and an equivalent decrease in our liabilities to another 
foreigner (the foreign bank). If the supplier of dollars (who may be the 
Investor* does not replenish bis inventory, the transaction is merely a "pnper 
transfer" with no Immediate effect on the balance of payments abroad. The 
effect of foreign transactions in U.S. securities in the aggrecate on the capital 
investment process In the United States is significant, however. 

Many different investors and intermediaries play Important roles in tbe proc- 
ess of transmitting funds from savers to the ultimate users of capital, those who 
actually undertake the investnients In "bricks and mortar." Portfolio Investors 
are obvionsly a major source of capital for this purpose. Jlost portfolio Investors 
do not. of cotirae. inject capital dlrecti.v Into U.S. firms since the bulk of secu- 
rities bought and sold are outstanding Issues which are traded among portfolio 
investors. Nevertheless, the participation of Investors In this secondary market 
helps to make tbe market for new Issues. First, it supplies funds to those 
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inveHtors who may want to cifhange their boldlngs of outstanding securities for 

new Issues. Kecondl.v. the knowledge that n new issue traiight today can lie Inter 
sold In a market which Is broad and active enough to develop a good demand 
and fair price for the issue will make investors more Inclined to invest in new 
issues. 

Foreigners who partici|iate In the U.S. capital market as pnrffoli" Investors 
serve tJiese ptirposes in tlie sume manner as I'.S. jMirtfolio Investore. Thej add 
to the breadth nod efficiency of the marl;et and, to some exti-nt. liring a new 
dimension to the market, I.e., proclivities for sume kind;^ of i.^sues which may not 
be common to U.S. investors. 

From the standpoint of U.S. Government pnllcy, tlie que.xtion of whether and 
to what extent foreign portfolio investment benefits the U.S. economy Is mean- 
ingful only if we ask, ns compared to what? That is, If Government measures 
were taken to either restrict or encourage foreign portfolio investment here, 
what would tlie effect he on the economy? 

If restrictions were imposed on this investment the benefits noted above would 
be lost or diminished. The foreign-held funds which would otherwise have gone 
into long-term VM. secnritles would be held Instead in short-term dollar invest- 
ments such as bank C.D.'s and Treasury bills or foreign Investments and/or, as 
a result of a weaker dollar In international exchange markets, be spent for U.S. 
goods and services. 

Tliere is no presumption that the use of foreign funds for these purposes Is 
any less (or more) beneficial to the U.S. economy than using them to acquire 
U.S. stocks and Ixmds, if they are the result of m»rket forces. However, if 
special Incentives or disincentives are given to guide these funds away from 
one use Into other uses, the market test breaks down and there is no guide as 
to whetber the funds are being allocated in the most economically etflcient 
manner. In other words, there Is no economic basis for judging that certain 
kinds of transactions \vith foreigners are "good" for the economy nod that 
others are "bad", any more than for such judgments on particular kintls of 
domestic transactions. 
linlur.cc-'if-I'aytiKtitx EfffCts 

To the extent that foreign portfolio Investment represents a demand for U.S. 
rather than foreign liabilities (as opposed to a demand for U.S. portfolio instru- 
ments rather tban liquid dollar liabilities) it will tend to increase tbe value 
of the dollar In foreign exchange markets if exchange rates are reasonable free 
to fluctuate. If exchange rates are relatively fixed, portfolio investment is likely 
to be offset by official reserve movements. That is. foreign central banks either 
will lose official reserves (sell U.S. Government securities) or actjulre fewer 
U.S. (Jovemment securities than they would have otherwise. 

Under the present system of reasonably fiexibie exchange rates, the effect of 
a large and continuous flow of capital in one direction — say large foreign 
purchases of U.S. securities over a considerable period of time — would tend to 
affect trade and other current account items more ijuickly than under a system 
of fixed rates. This is because the resulting effect on exchange rates will change 
price relationships between U.S. and foreign goods, with an impact on both 
export." and Imports. Even under flexible rates, however, the most Immediate 
impact is Uhelj to be on other capital items ; changes in trade patterns require 
adjustments tn production and distribution channels which cannot l>e Instan- 
taneously effected. 

A shift in foreign portfolio preferences in favor of U.S. rather than foreign 
Instniments would thus have complex effects both on other capital transactions 
and transactions on current account. In the very short run, such a shift might 
lead to a ndld speculative flurry in favor of the dollar and a drawdown in 
foreign official reserves if foreign central banks maintain a policy of active 
Intervention in support of exchange rate targets. In the longer-run. this shift 
would result in some increase in the ciuantlly of real imports available to the 
United States at an exchange rate not Influenced by intervention policy. 

Foreign acquisition of U,S. securities does, of course, give rise to outflows of 
funds In the form of dividends and interest. These outflows are payments for 
"value received" (the U.S. use of foreign Dnnncial capital) and are thus stiictly 
anaI<%ous to payments for the Import of real goods and services. In this con- 
nection it should be remembered that foreign transactions in U,S. securities 
involve foreign payments to U.S. providers of financial services. It is estimated 
that in 19T5 over ^00 million of commissions were received by U.S. brokers 
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from foreigners for transactions in IT'S, stocks. An additional sum was paid 
for bond transactions. 

In summary, under present institutional arrangements, flows of foreign port- 
folio capital do not affect tlie overall "surplus" or "deficit" In the balance of 
payments as in tbe pTe-19T3 period, but tbey can, and probably do, have a larger 
Impact nn other private international transactions, both in the capital and 
current accounts, than before. 
International Inveatment Position 

As noted earlier, foreign portfolio investment In the United States, In tbe 
first Instance, affects only tbe composition of our international investment, not 
tbe overall creditor position of the United States. Our net international invest- 
ment position' can only be affected by movements of goods and services, in 
balance of payment terms, by current account surpluses or deficits. These invest- 
ments can, however, indirectly affect the current account over time, but the 
effects are somewhat ambiguous. 

Under fixed exchange rates, as already indicated, a movement of private capi- 
tal in one direction was apt to be offset, at least in the short run, by movements 
of offldal capital in the opposite direction. Even under flexibie rates, an autono- 
mous movement of capital Is apt to Induce in the short run offsetting movements 
of other forms of capital, with no net effect on the overall investment position 
of the country. However, under flexible exchange rates, the possibility that sus- 
tained capital flow In one direction will affect the current account of the balance 
of payments in the oppo^te direction Is, as just stated, more likely than under 
fixed rates. Thus, an inflow of foreign capital would now tend, more than for- 
merly, to change the international investment position of the United States, that 
is, to increase foreign Investment here relative to U.S. investment abroad. 
Effects on Financial Markets 

The effect of foreign portfolio Investment on U.S. financial markets may be 
discussed in snniewliat tlie same terms as the effects on the balance of payments. 
Any additional demand for securities in any segment of a capital market tends 
to raise prices and reduce yields on tbe type of securities demanded. Thus, 
foreign purchases of U.S. stoclts and bonds have a tendency to reduce 3*lelds 
and therefore make raising of capital relatively easier for domestic borrowers. 
This In turn will tend to stimulate real investment and Increase the output and 
productivity of the economy. 

In fact, foreign portfolio capital tnfiows are relatively small in relation to 
total capital formation in tbe U.S. economy, which makes it diflicuit, if not 
impossible, to measure any such effects stfttlstlcally. However, it seems quite 
likely that they have some Impact on tbe structm-e of capital markets In the 
United States. Since foreign investors limit themselves mainly to securities of 
fairly well known corporations, the result Is presumably to reduce the cost of 
capital to those sectors relying on those forms of financing. However, arbitrage 
among various sectors of the capital markets is probably sufficiently efficient to 
ensnre that any increase in the flow of funds to one market sector will have 
a tendency to ease conditions in ail sectors, although relatively more so in tbe 
sectors where the new funds are immediately injected. 

Gross transactions of foreigners In U.S. stocks tend to be somewhat larger 
as a proportion of their total holdings of U.S. stocks than Is the case with 
American investors. On the other hand, while foreign purchases have tended to 
move with the market — rising in strong markets and declining In weak markets — 
on tJie whole they liave lagged behind U.S. investors In this respect. More Im- 
portantly, foreigners as a whole have been net purchasers of U.S. stocks In every 
year ^nce 1957, except for the years 1964r-1966. Thus, foreigners have on balance 
tended to strengthen U.S. slock prices. 

In this connection it should be noted that the figures on net foreign acquisi- 
tions of U.S. securities are the resnlt of much larger gross purchases and gross 
saie.s. For example, net foreign acquisitions of U.S. stocks in 10T4 of only $0,5 
billion reflected gross purchases of *7.6 billion and gross sales of $7.1 billion, 
and in 1975 the net acquisitions of J4.4 bllUon reflected purchases of $15.0 bil- 
lion and sales of 110.6 billion. Thus, foreigners' gross transactions in stocks in 
1975 were equivalent In value to their total holdings as of the end of 1874. The 
Impact of foreign participation in U.S. securities markets, therefore, is consid- 
erably larger than indicated by their total holdings or by their net purchases. 
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lu anj case, it is clear that forelgnerB add to the depth and resillenc; of the 
market If, la the Baine process, they mar al^o add somewhat to Ita volatintf, 
the latter effect ma; be regarded as a smaU cost for the larger benedta resulting 
from foreign participation. 

EFFECT8 OF U.S. LAWS 

^Tille there is very little In the way of U.S. legislation detdgued to affect the 
volume or type of foreign portfolio Investments in tie United States, these 
investments are affected by various laws drawn up for other purposes. In some 
cases these laws undoubtedly deter some foreigners from InveBtlng in the United 
States; In other cases, the law may be viewed as a positive factor. It Is not 
possible, however, to Judge objectively the eitent of these effects; in this section 
we can only report on the likely effects of certain laws (i.e., to Increase or 
decrease investment), as perceived by persons In the banldng, legal and broker- 
age communities in the United States and abroad. 
Tax Laws 

Withholding taai.—V.^. Federal tax law spedfiea that a foreign person (either 
a nonresident alien individual or a foreign corporation) wlU be taxed at a 
Mtatutory withholding rate of 30 percent on his passive Investment Income other 
than capital gains. If the foreign person is a resident of a country that bas a 
tas treaty with the United States, the tax on such passive investment Income 
is normally lower, e.g., IS percent on dividends, percent on interest. Capital 
gains classified as passive investment income accruing to foTeigners are not 
taxed by the United States. 

The withholding tax is consridered a substantial deterrent to foreign port- 
folio investors considering investments in income-oriented equities and debt 
is.sues. The U.S. banking and brokerage communities feel strongly that they are 
at a distinct competitive disadvantage in offering management and brokerage 
services in these areas. There haa been so tittle foreign investor Interest In 
tills area that many brokers have discontinued sending Investment information 
on fixed income securities to their foreign offices. Rumors of the United States 
terminating the withholding tax has stimulated inquiries as to U.S. brokerage 
capabilities on fixed income securities orders. 

In the case of growth-oriented, low-yielding, equity issues, foreign Investors 
view the nithholding tax as a cost of doing business or as a sales tax item which 
must be paid in order to participate in the U.S. growth equity market. The main 
objectives of Investors in making commitments In growth equities are capital 
preservation and appreciation. Accordingly, the withholding tax reducing the 
investors' yield is an acceptable price to pay to achieve these objectives. 

The lower treaty tax rates Imposed on investment Income of foreign investors 
of various treaty countries have encouraged foreign portfolio investment in the 
United States for two reasons. First, they generally mitigate the effect of the 
withholding tax on securities yields by reducing or, in some cases, eliminating 
the tax on various classes of income. In addition, tlie treaties frequently provide 
that the tax paid to the United States on dividends or interest can be offset 
as a credit against the tax payable by the foreign investor to his home country. 
Second, treaties providing for reduced withholding rates induce foreign investors 
of countries without treaties with the United States to form either personal 
holding companies or trusts in the foreign treaty jurisdiction In order to have 
their investments in the United States receive favorable withholding tax treat- 
ment. These entities are then afforded the benefit of treaty tax rates applicable 
to the jurisdictions in which they are operating. 

On the other hand, treaties negotiated between the United States and other 
countries have provisions requiring both countries to exchange information 
necessary to carry out the tax law of each country and these provisions have 
deterred foreign Investors who are sensitive to information on their Snandal 
as>>ets being given to their home governments. Accordingly, these investors have 
either been deterred from Investing In tlie United States entirely or have em- 
ployed indirect devices or foreign institutions to make their investments in the 
United States, such as foreign trusts and personal holding companies, formed In 
tax haven Jurisdictions. In certain cases, it Is alleged that the fear of dis- 
closure Is BO strong that foreign investors who are suspected of being residents 
of treaty countries claim to be residents of non-treaty countries, thus Incurring 
a higher rate of tax, but avoiding disclosure to their home governments. 
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The effect ol the williholdiug tax on foreign portfolio Investment, aa sepn in 
the brokerage cummiinitj', is the encouraging of speculation rather ttian sountl 
investment analyses. The reduction of yields due to the withholding tax en- 
courages the foreign investor who is exempt from capital gains tases to look 
to short Mwiug prolits in both the equity and debt securities markets. Tlie result 
Is ra]>id turnover of foreign portfolios. 

The banking community has observed that the foreign investor portfolios are 
deprived of full servicing In the American liecuritles market due to the with- 
holding tax. The portfolio manager Is limited to certificates of deposit or foreign 
dollar securities to achieve the required yields on dollar securities for accounts 
for which Income is a primary investment objective. Accordingly, the account 
is deprived of participating In U.S. Government and L.S corporate debt issues 
to achieve its objectives. 

The withholding tax collection burden Imposed on U S institutions and for 
eign Institutions in cases of treaty obligations is regarded as a deterrent in 
s<)liciting foreign ixirtfolio accounts. Si)ecilically, the eo^t of collection and 
jtaymeut of the tax is a factor in establishing fees for foreign accounts and acts 
as a deterrent in evalnatlng whether this line of business should be sought after 
by U.S. institutions. Similarly, foreign institutions which must act as collection 
agents for the United States under a treaty obligation In accounts where their 
foreign investor client is not entitled to the treaty rate applicable to the country 
where the bnancial institution is resident (e.g., Colombian client of a Swiss 
bank) are deterred by the cost of collection and recordkeeping from recommend- 
ing more investment in U.S. securities. 
Entate and Gift Tam 

Federal tax law Imposes an estate tax on a foreign Investor's property situated 
or deemed to be situated in the United States. For estate tax purjioses, United 
States corporate securities, no matter where the certificates are locate<l, are 
deemed to be imrt of a nonresident alien's gross estate. ForeJgn coriMirate 
securities are, of course, excluded from a foreign investor's U.S. estate. The law 
provides for a 830,000 exemption and a 5 percent tax on the first JIOO.OOO of 
an estate. The highest rate of tax is 25 percent applied to that part of an estate 
that exceeds $2,000,000, 

Estate tax treaties modify the estate tax rules (e.g., for purposes of deter- 
mining the status of certain kinds of securities and ttank deposits). There is 
statutory aothority for the President to impose a more burdensome estate tax 
on citizens of countries whose governments impose burdensome estate taxes 
on IJ.S. citlsens who have property in those coimtries. Sliares of a foreign 
personal holding company that is completely owned by foreign persons and 
which in turn holds U.S. securities are not subject to U.S. estate taxes. 

The United States exempts gifts of intangible personal property by nonresi- 
dent aliens from the gift tax. Gifts of real estate and tangible personal property 
located within the United States are subject to the U.S. gift tax. Tliese rules, 
however, may be modified by treaty. 

Imposition of an estate tax on estates of nonresident aliens has deterred 
portfolio Investors with $100,000 to $400,000 from Investing directly In the 
United States b.v opening accounts with U.S. financial tnstltntlons. The I'.S. 
Institutions receive many inquires from tills siKe Investor who are deterred 
from opening accounts once they learn of the existence of the U.S. estate lux 
and the U.S. institutions' obligation to act as statutory executor and comply 
with the payment of tlie tax. It is believed this type of capital is either deterred 
completely from Investment In U.S. securities or is cbauneled to foreign inter- 
mediary institutions which do not comply with iMyment of the U.S. estate tax. 

Larxe foreign portfolio Investors tend to use personal holding ennipanli'.^ 
to avoid the Imposition of the U.S. estate tax. I'nder current law, the shares 
of such companies, if held by nonresident aliens, are exempt from the T'.S. 
estate tax, thus the use of this indirect device merely increases the cost and 
administrative burtlen of Investing In the United States. The personal holding 
companies are normally incnri>orated in tax haven Jurisdictions. In some in- 
stances, large Investors simply uHliKe foreign banking institutions to avoid 
payments of the estate tax. Tlie capital is merely transferred from the decedent s 
account to a new account for the heirs without payment of the U.S. estate tax. 

The attitude of many foreign investors is that the VS. estate tax is n foolish 
tax and can be easily avoided. 
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Accordingly, tbere iR a j^reflt deal of Intentional nnn -compliance hj placinfc 
funds in foreign bflnklnK Institutions. Id adtiitinn. there is a genuine laclc Of 
atvarenesaof tbe taxand thii» non-compliance for that reason. 

It is generall.r felt by l>anks and brolters that the existence of the eatate tax 
hRs encouraRed tremendous amounts of capital to lie placed oftchore with foreipi 
financial institutions rather than i'.S. institutions nhich have the obligation to 
ensure that all estate taxes on forelsm liiveatorH' arcmints are paid, at least to 
tiie extent of the propert.v in the account. A<'Cordlngl.v. I'.S. financial Inntitutions 
nre at a competitive disadvantage with their foreign cnmiterparts which have no 
legal liabiltt; to ent^ure compliance. 

niere la some eoncem among foreign inTest'irs tlint overly flgRrenfiive tax 
authnrltieH will seek to tux the foreign Inveittitr's entire estate, although he is a 
non-resident alien subject to tax only on I'.S, securities and other proi>erty lo- 
cuted within the United Stntcs, The fear stems from cases where the U.S. Gov- 
ernment has alleeed that I'.S. citizens who have attempted to renounce their 
citizenship have failed to do so effectively and therefore are still, aa citizens, 
subject to tni on their entire worldwide estate. However. Irrational the fear Is, 
it lias encouraged investment through indirect means (foreign trusta, Swiss 
banks, etc.) to avoid the imiK>sitlou of any tax. 

Tlip exemption from tlie gift tax of gifts of intangible pro|ierty such as port- 
folio inrestmenCtj. apiiarently Uas not affected portfolio investuieiiC in the Unite<l 
States one way or the other. In most casex. foreign investors are not aware of our 
inft tax. There is general agreement that the present rules should be malnlaiued 
In the likteresC of maintaining an unrestricted environment for foreign capital. 
V.fi. Seeuritiei Lam 

RrmeMct and protcrtifinn provided to foreign investor) under V.8. Iaw». — The 
proTlsiona of I'.S. securities law requiring suiistantial disclosure of material 
Information in I'.S. registered iiublic offerings and provisions against fraudulent 
]iractlces in unregistered offerings are effective In inspiring confidence in the 
I'.S. securities niarlieta. The foreign investor has the overall feeling tliat our 
laws provide a more efficient, fairer market place for public offerings. In addition, 
the rules of fair practices Imposed on the brolrerage eoinmunity, are very effective 
In encouraging foreign investors to take a positive view of the purchase of U.S. 
secnrltles. 

Availability of information. — i:.S. securities laws requiring issuers listed on 
major stock exchanges and many over-tlie-counter issuers to file public reports 
as to their financial condition are regarded aa a real selling point for U.S. securi- 
ties. Sophisticated foreign Investors and large foreign Institutional buyers of 
American securities are aware of these requirements and utilize such Informa- 
tion In their investment decisions. The requirement for prompt disclosure of any 
important development which may affect the value of securities Is also generally 
regarded positively. The entire trend of disclosure to shareholders throu;^ proxy 
solicitations, annual reports, etc., is effective in encouraging foreign Investments 
in U.S. securities. Foreign investors have expressed a fear of Investments in 
closely held corporations which are not subject to disclosure requirements. The 
concern is that abuses of private owners would not be discovered until after 
the investment is made. 

Discloiiiro of oienership rules. — U.S. securities law. Federal regulatory agen- 
cies, and state taws have requirements in various degrees as Co disclosure of liene- 
flclal ownership of stockholders. These requirements are said to be a substantial 
deterrent to Investment in the U.S. securities market because there is a great 
fear on the part of many foreign investors of having their names on reports filed 
with the U.S. Government since it could, they fear, lead to reporting to their home 
government, with unfortunate conseqiiences for them. 

There is also a difference lu the foreign Investor's regard for privacj, as opposed 
to that of the U.S. Investor. Foreign Investors regard their financial affairs as 
their own business and no one else's, including any government authority. The 
entire history of public reporting has been different abroad than in the United 
States. U.S. laws and attitudes on disclosure are believed to have led to sub- 
stantial foreign capital being Invested In the United States through Indirect 
means. Specifically, large foreign investors use foreign personal holding com- 
panies, foreign trusts, and Swiss banks to channel their capital Into the U.S. 
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fK>ouritle8 mnrfcet and preserve their anonymity. U.S. Hnaneial InstUntions nre 
thux denrived of managing large amounte of foretgn capital. 

LiabiUtie» under U.S. seaurtties iow.— Liability under U.S. seenrltles Ifiw 
(or insider trading, manipulative practices, violations of reaale restrctions. 
fraud, etc., is generally not a deterrent to the pure foreign portfolio investor. 
The fijeneral feeling Is thnt foreign portfolio inveators regard these provlRlons of 
U.S. lawa aa positive factors in reBnlatlng our securities marketa. There is some 
concern among foreign investors about Innocent violations of U.S. securities law 
due to unawarene»:s and complexity of U.S. laws. There is also some feeling tliat 
the criminal penalties outlined for violations deter some foreign inyeatment. 
However, In general, foreign portfolio investors have accepted our laws with 
respect to liability and regard them as a positive factor in the overall regulation 
of tlie U.S. securities market. 

Credit restricHong. — There is general agreement in tlie financial community 
that U.S. securities law restricting credit for tie purchase of securities Is not a 
factor in limiting or encouraging foreign portfolio Investment in the United 
States. The universal experience in the financial community is that foreign 
portfolio investors bring their unencumbered capital to the U.S. markets fur 
Investment. They do not reqiMre credit, at least not from U.S. sources, prior to 
entry Into the U.S. securities market. 

Bank »e6recy Iflw. — The Currency and Foreign Transactions Reporting Act- — 
the "Bank Secrecy Act"— provides for reporting and recordkeeping requirements 
on transactions in currency of more than SIO.OOO per single transaction effected 
through U.S. financial institutions. The Act requires the collection of data on the^ 
movement of money through domestic financial Institutions and of currency and 
monetary instruments amounting to more than $5,000 in one transaction across 
the borders of the United States. Accordingly, transactions by foreign investors 
with or through U.S. financial Institutions may be subject to disclosure and 
reports of such transactions may be required under the provisions of Treasury 
regulations issued under the Act. 

This law has projected a negative image of U.S. banking practice to the 
foreign investor. Foreign investors are warned by foreign money managers not 
to place deposits in foreign branches of U.S. banking institutions due to the risk 
of disclosure. They are also warned that securities with U.S. banks or brokers 
will be reported to the U.S. Government who, in turn, will — if asked— disclose 
such assets to the investors' home goyernments. 

There is concern on the part of U.S. banking officials that they will violate 
foreign secrecy lawa if they are compelled to disclose records maintained by for- 
eign subsidiaries. Speeiflcally, if the U.S. bank secrecy law is construed to require 
such disclosure, foreign affiliates of U.S. companies will be in danger of violating 
their host countries' secrecy laws. This apparent threat is of concern to foreign 
investors and clients doing business with foreign affiliates and has deterred 
business from them. 

In the actual administration of the Act, there have been requests for informa- 
tion from foreign governments filed pursuant to the act. The decisions to disclose 
this information are within the discretion of the Treasury Department and, 
thus far, such requests have lieen denied. However, the mere possibility of dis- 
closure to foreign governments has acted as a deterrent to foreign Investment in 
the United States. 

Other laws. — Various U.S. laws limit the amount of foreign stockholdings In 
certain U.S. industries. However, the restrictions which are based on percentage 
limitations are in all cases well above Oie percentage of a U.S. company's stock 
which foreign portfolio investors are inclined to buy. Thus, these laws have not 
deterred foreign portfolio investment here. 

Foreign portfolio Investors believe the U.S. compares very favorably with 
other countries In regard to confiscation. Sophisticated foreign Investors are 
well aware of the provision of the Trading with the Enemy Act bat have con- 
cluded that the U.S. Government will not arbitrarily expropriate their property. 
Foreign investors believe that the United States has a system of economic doe 
process which sets limits on what government power can do with regard to ex- 
propriation. There is n strong feeling among foreign Inyeetore that tbe United 
States is one of the last bastions of capitalism and that private propertr la 

There is, however, concern among foreign investors who have experienced 
freeslng of assets during the Second World War, e.g., Qerman and Jaitanese In- 
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vcstoFB. In addition, tliere Is eome eaneem among Arab Investore due to the con- 
trovendes artslns out of the oil crisis. 

As of the present time, tlie feeling in tLe fluanclal community is that they can 
sell tlie United States to their clients as a safe haven from confiscation. Par- 
ticularly in comparison to otier jurisdictions where government intervention and 
control are more advanced, the United States is being Wewed increaelngly as a 
safe haven from political instability and property confiscation. 

ADBQC4CT OF INFOBUATION 

The final tasks of the Treasnry Department under the Study Act were to 
study the adequacy of our information and reporting programs on foreign port- 
folio investment and to recommend means by which this information can be 
kept current. 

The information which we now have oa foreign portfolio investment In the 
United States is of two kinds. One is a record of the transactions of foreigners 
in U.S. financial assets, which is collected, for the most part, on a monthly ba^s. 
The other is a record of the amount outstanding of foreign portfolio investment 
as of given dates, i.e., an Inventory of foreign holdings of financial assets in tliis 
country. 

The benchmark survey just completed for foreign holdings gives a compre- 
hensive and detailed inventory of these holdings as of the end of 1974, For a 
limited time we will be able to update the major categories of this inventory 
reasonably accurately by adding (or subtracting) our monthly data on foreign 
portfolio InveBtmcnt into the 1974 benchmark figures and applying estimated 
changes in the market value of foreign holdings. 

Our data on transactions give a breakdown of foreign purchases and sales 
of U.S. stocks, corporate and other non-Federal bonds, and U.S. Government 
securities. In addition, we collect monthly and quarterly data on outstanding 
amoimts of long-term bank and non-bank liabilities to foreigners respectively. 
All these data series are broken down by the countries of residence of the 
foreign investors. 

As time moves on, the 1974 composition of these holdings can be expected to 
change and the estimates of market values will gradually become less accurate. 
It might be desirable to undertake another benchmark survey at some time in 
the future, therefore. However, the 1974 benchmark survey along with our 
monthly re^porting program will suffice to give us a reasonably accurate inven- 
tory of foreign portfolio Investment In the United States for at least several 
years : thus the decision as to when another survey should be undertaken should 
be left for the future. The decision can then be made on the basis of how much 
the increased accuracy of the data would be worth as compared to the costs 
involved to both the Government and the private sector In undertaking a survey. 

The results of the benchmark survey suggest that there Is some underreporting 
bias in our reporting program for data on transactions, which waa not unex- 
pected. However, the differences between the totals reported by the survey and 
those which had previously been estimated do not appear unduly targe, iu view 
of the long period of time that has elapsed since the previous benchmark in 
1941 and the significance of the uou-transactlon factors affecting the invest- 
ment [losltlon totals. It is noteworthy that the difference is substantially larger in 
the figures on equity holdings, where the valuation adjustments problem is 
greatest, where the valuation adjustment problem is greatest, than it is for hold- 
ings of debt instruments. The survey results thus do not appear to raise major 
questions about the current reporting system. 

While the conceptual and institutional structure of our reporting system 
appears l» be adequate it will be necessary to constantly monitor the reports 
and to maintain close commuolcation with the reitortlng firms to ensure that 
there are do major gaps In our reporting network. The benchmark survey results 
have given us some Indications of avenues which can usefully be explored for this 
purpose. 

Legislation recently introduced in the U.S. Senate will. If enacted, provide the 
Government with broader authority to collect Information on foreign portfolio 
investment. Heretofore, Oie Treasury Department has been relying on a patdi- 
work of laws to collect data on transactions, laws whidi are ^ther clearly 
lacking In some respects or amblgnona as to the extent of their authority. The 
authority under which data for the benchmark survey were collected, the 
For^en Investment Stud^ Act, was temporary and hai now expired. 
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The InternatloQal Investment STirvey Act of 1975 (S. 288ft) nould prorlde 
clear and permanent authority to collect data on all torma of inw&rd and oat- 
wartl InveBtment and it has lieen supported hy the Treasury Department with 
certain suggested amendments. 



The Department op the Tbcasubt, 

Wathmgtoii, D.C., June 1. 197G. 
Hon. Daniel K. Inoute, 

Chairman, Suboommittce on Foreign Commerce and Tourigm. Commitlve on 

Commcree, U.S. Senate, WaslUnffton, D.G. 

Dear Mr. Chairman: Enclosed are answers to the questions you posed in 

.voiii' letter of May 6, pursuant to the hearings the SuGeominittee on Foreign 

Commerce and Tourism held on foreign portfolio investment in the United States. 

I appreciated the opi>ortunity to share the results of the Treasury's study with 

Sincerely, 

Gerald L. Pabskt. 

Enclosure. 

Question S, Was the Treasury ahle to determine how much of the corporate 
deht Is convertihle into stock or such that it might have had the effect of giving 
tie foreign holders a major voice in the management of the Issuing American 
company? 

Answer. Treasury required reporters to provide information on the maftni- 
tude and distribution by country and type of holder of convertihie bonds and 
debentures. The market value of these foreign-held convertible issues was about 
$2.7 billion at 1974 year-end prices, compared to foreign holdings of equity of 
$24.7 billion. These Issues of convertible bonds and debentures were spread 
among many industries, with no Industry accounting for more than 11 percent 
of the total. 

Thus, the additions to foreign holdings of U.S. equity that would result from 
conversion of these bonds would generally not be of sufBclent size to give for- 
eign holders a major voice In the management of the issuing American com- 
panies. It should also be kept in mind that the foreign holders of the convertible 
bonds and debentures of any U.S. company are actually liliely to be a great 
number of unaffiliated investors of different nationalities, lacking the ability 
to act in concert to influence ithe management of that firm. 

Lowering the threshold for dlsctosure to one-half of one percent of a corpora- 
tion's equity, as provided for in the bill, would lead to excessive intrusion into 
the private financial affairs of Individuals. 

These provisions raise serious potential dlfBcnlties with respect to their en- 
forcement in the case of foreign nominees subject to the privacy laws of the 
countries in which they ore located. In addition, U.S. brokers would have to 
as.'Jume the burden of policing transactions In order to avoid non-compliance. 

We understand that the Securities and Eachange Commission plans to revise 
the proposal it made in August 1975 for changes in its regulations relating 
to reporting on corporate ownership — Including changes relating to identifica- 
tion of the nationality of beneficial owners. When we have had an opportunity 
to examine the revised version, we will consider whether the Treasury shotild 
take a position on it. Thus far, we have not considered any proposals of our 
own for action in this area. 

The results of the survey on inward portfolio investment show that amounts 
previously estimated for foreign holdings of U.S. stocks were undervalued by 
more than 37 percent when compared to the results of the new benchmark. 
Since the Treasury benchmark surveys underlying the old data are about equally 
old (1941 for Inward investment and 1M3 for outward Investments), the 
outward portfolio holdings (especially stocks) may well be oCC by a ^milar 
percentage. 

In addition. It should be noted that, as regards outward investments in for- 
eign securities, the Treasury has no means to estimate the extent of direct trans- 
actions over the years of U.S. investors with foreign brokers and oth^- foreign 
security dealers. If 4:hese resulted In significant additions to our stock of hold- 
ings of foreign securities since 1943, our esUmate of our portfolio assets may 
be still further out of line. 
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Question 2. There has beea concern both la the Congress and the SEC about 
the need lor greater disclosure of the names of beneficial owners. Action on 
S. 953 has been temporarily postponed. What Is the position of the Department 
of the Treamirf with respect to the dlBdosure provisions of S. 953 and the SEC 
proposal? 

I>oes the Department have before it any proposal to make this Information 
more readily available? 

What la the chance that the outward portfolio InteBtment figure la also under- 
valned in the same 20% rangeor greater or less? 

Answer. The Treasury Department is opposed to the enactment of the disclo- 
sure provision of S. 953 because we do not believe that a good case has been made 
to date that such detailed disclosure of the beneficial ownership of U.S. corpora- 
tions is necessary to protect investor or essential U.S. Interests. Until it can be 
demonstrated that the benefits to be derived from requiring disclosure in such 
detail would outweigh its negative effects, we believe that snch legislation would 
be premature. 

Some of the negative aspects of this proposal Include the following : 
Substantial costs wouldbe borne by financial intermediaries such as banlcs and 
broilers tltat would tie required to report their aggregate holdings of U.S. cor- 
porate securities as holders of record on l^ehalf of Investors. 

Lowering the threshold for disclosure to one-half of one percent of a corpo- 
ratioDs's equity, as provided for in theblll, would lead to excessive intrusion into 
the private financial affairs of Individuals. 

These prOYSions raise serious potential difflcuities with respect to ther en- 
forcement in the case of foreign nominees subject to the privacy laws of the 
countries in which they are located. In addition, U.S. brokers would have to 
assume the burden of policing transactions in order to avoid non-compliance. 

We understand that the Securities and Exchange Commission plans to revise 
the proposal made in August 19T5 for changes in its regulations relating to re- 
porting on corporate ownership— including changes relating to identlQcatlon of 
the nationality of beneficial owners. When we have had an opportunity to exam- 
ine the revised version, we will consider whether the Treasury should take a 
position on it. Thus far, we have not considered any proposals of our own for 
action In this area. 

The results of the survey on inward portfolio investment show that amounts 
previously estimated for foreign holdings of U.S. stocks were nndervalued by 
more than 37 percent when compared to the results of the new benchmark. Since 
the Treasury trenchmark surveys underlying the old data are about equally old 
(1941 for inward investment and IMS for outward investments), the outward 
portfoUo holdings (especially stocks) may well be off by a similar percentage. 
In addition, it should be noted that, as regards outward Investments In foreign 
securities, the Treasury has no means to estimate the extent of direct transac- 
tions over the years of U.S. investors with foreign brokers and other foreign 
security dealers, if these resulted in significant additions to our stock of holdings 
of foreign securities since 1943, our estimate of our portfoUo assets may be still 
further out of line. 

Qae»U<m S. In your explanation of the reasons for investment In the United 
States, you mention political stability and safety as one of the motivations. 
Do you believe this is also a reason for foreign direct investment, especially 
for 1975-1976. years not covered In the benchmark report? 

Answer. Political considerations are among the factors any prudent investor 
takes into account in evaluating the risks attached to an Investment opportunity 
In another country. Our Interviews Indicated that foreign portfolio investors 
are attracted to the United States because they consider this country to be 
politically stable and therefore a safe place to Invest their funds. Presumably, 
foreign direct investors also find this a positive factor in their decisions as to 
whether or not to invest here. Since this stability has been a long-term pheno- 
menon, we would assume further that it has played a part in the decisions of 
foreigners to invest In the United States since 1974, as well as during the period 
covered by oor study. 

QueBtiona 4, How much ot the foreign-owned stock was bought on margin? 

Answer. The survey did not collect any information on stocks purchased on 

margin. However, the research done by H. Shrlver and Associates indicates 

that foreigners make very little use of margin accounts In the United States. 

■Question 5. On .page 9 of your statement yotj remark that more participation in 



Digitized byGoOgIC 



46 

U.S. securities markets tend to make them deeper and more efficient, and that 
consequently foreign participation is beneflclal. In tlie summary, the issue of 
"capital Inflows" is addressed. The Department's analysis contends that it is 
questionable how much new capital is Imported and that it may be immaterial 
as to how much new capital actually flows into the U.S. Is capital inflow from 
equity purchases by foreigners measured ; If it is, what does it show, if anything? 
Answer. The term "capital inflow" is generally used to refer to foreign acquisi- 
tions of flnancial assets in the United States, Including stocks and bonds. The 
Treasury Department collects and publishes monthly data on such acquisitions 
of stocks and bonds. Net foreign purchases of U.S. stocks in recent periods were 
as follows : 

1972 *2, 188 

1973 2, 790 

1974 540 

1976 4,465 

1976. Jan.-Feb 868 

As noted in the summary, however, the characterization of these purchases as 
"capital inflows" can be misleading since foreign purchases of U.S. securities 
usually involve merely a change in the form of U.S. assets held by foreigners, 
e.g., the drawdown of the foreigner's U.S. bank account by an amount equlTalent 
to his purchase of U.S. stock. Nevertheless, as I pointed out in my testimony 
(pages 9 and 17), the x>artlcipatlon of foreigners in our capital markets is bene- 
ficial because it broadens the market for U.S. securities and thereby the oppor- 
tunities for American firms to acquire the financing needed for new investments. 
This point Is discussed at more length on pages 33 and 34 of the summary at- 
tached to my statement. 

Question 6. The summary report indicates that we may have underestimated 
dividend and interest distribution from portfolio investments by several hundred 
million dollars. When distribution from direct investments la added, this correc- 
tion may total several hundred million dollars more. Approximately, what has 
been the aggregate total of Litberto unreported and unknown outflows? 

Answer. The new survey calculated dividend and interest income at an annual 
rate of $4.2 billion, based on the assumption that the investments held as of 
December 31, 1974 were held throughout the year. The balance of payments ac- 
counts for 1974 reported income payments on foreign portfolio account aa about 
53.7 bilUon. 

However, since foreign holdings increased in that year, the $4.2 billion estimate 
may have been somewhat larger than was actually paid out during 1974 to 
foreign portfolio investors. The shortfall of unreported and unknown income 
payments to foreigners in 1974, therefore, was probably considerably less than 
$500 million, and of lesser amounts for earlier years. If known and reconied, 
these additional outflows would have resulted in a correction of transactions in 
the balance of payments and would accordingly have affected the "Errors and 
Omissions" account. 

Quention 7. How many companies and/or Individuals refused to cooperate in 
the study V 

What action, if any, was taken against them pursuant to tlie provisions of the 
Act, which provided penalties for non-compliance? 

Answer. The public response to the requirement to file the needed reports in 
the Treasury survey was very good, largely because of the widespread recognition 
of the value of such data at this time. Only one smalt company refused to file its 
report, partly because of special problems they would encounter — the company 
allegedly became aware of the reiwrtlng requirement only In Novemlier of 1975— 
and partly in protest against what they considered unreasonable Federal report- 
ing requirements for small businesses. The Treasury decided not to pursue this 
matter through the courts because the impact of the missing data was too small 
to create any noticeable effect on the data already collected. 

Question 8. The Treasury Department has indicated support for S. 958. a bill to 
regulate forei^ banking. This appears to he an unusual situation since there 
are many mitigating factors which would appear to require the Implementation 
of a national rcRulatory policy on foreign banking. Are there other industries 
which at this time are suffering from dual regulation, such as insurance, which 
might also benefit from uniform regulation? 

Answer. We believe that the circumstances with respect to regulation of 
foreign banking here are unique. We are not aware of any other sectors In the 
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U.S. economy which would require a new regulatory regime for foreign iavestots 
such as that provided for in S. 05S. 

Queetion 9. How many countries have forniaUy agreed to consult with the 
L~nit«d States before ma Iflng govern ment investments here? 

How many countries have you anil other Administration repreaeatatives 
visited to discuss this issue in addition to the countries listed above? 

Will the Administration seek to conclude other agreements with these 
countries? 

Answer. As part of the new administrative arrangements with respect to 
foreign investment in this country announced laat year, we have advised all 
foreign governments that the United States will espect any foreign government 
contemplating a major direct investment here to seek advance consultations with 
the U.S. Government on the prospective investment. We are flexible regarding the 
modes by which such consultations take place. For the most part, we expect that 
traditional diplomatic channels will tie used ; in other eases more formal mecha- 
nisms, such as the joint commissions we have established with a numher of 
countries, may be appropriate. 

We have bad clear indications that other governments recognize our legitimate 
Interests with respect to their investments in this country. The major potential 
governmental investors of the Middle East — Saudi Arabia, Kuwait, Qatar, 
the U.A.E., and Iran in particular — have expressed a broad acceptance of our 
desire for consultations in our discussions with them. Saudi Arabia, in fact, has 
agreed, as stated in a Saudi-U.S. joint communique on February 27, 1&75, to con- 
sult closely with the U.S. Government on slgniflcant productive ventnres here. 
We do not intend to seek formal arrangements for consultstious with any addi- 
tional countries because we do not believe that Biis would be necessary. 

Question JO. Is the Department prepared to work with the Office of Foreign 
Investment to implement needed changes to improve the collection of data by 
U.S. agencies? 

Answer. We will certainly give the Department of Commerce any assistance we 
can in support of its efforts to bring about improvements in the U.S. Glovem- 
ment's collection of data on foreign investment In the United States. 

Question H. You have indicated that the Administration supports my bill 
S. 2«39 if certain changes were included. What is the Administration's position 
on S. 3151, Senator Church's bill? 

Answer. The Administration Is opposed to S, 3151. One problem we have Is 
that it relates only to direct investment al>road by Americans. Thus, it does 
not go far enough In giving the additional authority needed to collect data in 
tlie foreign investment area as a whole. 

Another problem Is tliat it is too specific as tn the information to be collected. 
Similarly, the bill does not allow any flesibiltty to add or subtract Items In 
accordance with changes in perceptions as to what information is needed. 

A third difficulty Is that in requiring that surveys be conducted every two 
years, S. 3151 would place an escessive and unnecessary paper work burden on 
both American investors and the Federal Government. Businesses would incur 
substantial expenses m complying with the hill's record keeping and reporting 
requirements, and the Government would liavp lo add to the Federal bureaucracy 
In order to assume the burden of collecting and processing the reports. 

Quettion 12, Were there any unexpected facts arising from this new Informa- 
tion In the study, and if so, what were they ? 

Answer. The study generated a large amount of new Information on foreign 
portfolio Investment in the United States but no significant new facts which 
were unexpected in tlie sense of being surprising. 



U.S. Dbpabtuent or Couhxboe, 

Office of the Seobbtabt, 
Waehington, D.C., June 4, J976. 
Hon. Dahikl K. Irouxe, 
I'M. Scnafe, 
Waghington. D.G. 

Dear Se:vator Iikodtb : In response to yonr letter of May 6 I am transmitting 
herewith the responses to your questions on foreign direct Investments In the 
United States which follow up on the May 3rd hearings of the Subcommittee on 
Foreign C(»nmerce and Tourism. The responses were drafted by Mr. Geoi^ 
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Kmet's staff in tbe Bntean of Bconomic AnalyBis and tbe Office of Foreign 
Investment in the United States. I trust that yon will And the responses satis- 
factory, and will be pleased to provide furtber responses if needed. 
Sincerely, 

MiLTOir A. BEBaEB, 
Director, Office of Foreign 
Invetttneni in the United States. 
Enclosure. 

Quettion 1. How mucli of tlie survey is completely new in its coverage and how 
mnch in the way of statistical data was covered in tbe 1%9 report? 

Answer. Tbe 1974 benchmark survey significantly added to the stock of in- 
formation available on foreign direct investment in the United States. The focns 
of tbe 1059 report was primarily on those data items needed to calculute tbe 
direct investment position, related balance of payments transactions, and the 
foreign parents' shares in their affiliates' earnings. Balance sheets aud statement 
of Income and earned surplus of U.S. aOlllateci were the only other major data 
items collected on the 1959 reporL 

Data which were collected for the first time in the 1974 survey included: 
(1) merchandise trade of U.S. afBliates; (2> employment and employee com- 
pensation of U.S. affiliates; (3) gross fixed assets by use category and by state; 
(4) other detail by state, including employment, sales, and land and minerals 
rights; (5) sources and. applications of funds of U.S. affiliates; (6) other supple- 
mentary financial data of U.S. affiliates. Including research and development 
expenditures ; (7) detail on the assets, revenues, and industry classification of 
foreign parents; and (8) detail at the three-digit SIC level on tbe industry of 
U.S. affiliates. New detail was also included in U.S. affiliates' balance sheets and 
income statements. The sections of tlie report dealing with tbe direct investment 
position, related balance of payments transactions, and foreign parents' sliares 
in their U.S. affiliates' earnings were expanded and refined to ensure more com- 
plete coverage. 

Question B. The 1974 Study Act provided for penalties for companies or in- 
dividuals who refused to comply with the reporting provisions. Were the penalties 
imposed on uncooperative firms and, if not, why not, in view of the Congressional 
determination 7 

Answer, None of the penalties provided for hy the 1974 Study Act were im- 
posed on uncooperative firms. Overall we received good cooperation from the 
vast majority of firms contacted. To tbe best of our knowledge, no foreign owned 
U.S. firm with significant foreign investment failed to file a report. 
, It is dear that if the Study Act had not contained penalty provisions for 
noncompliance, the resolts would not have l>een us complete. By the April 30, 
10T5 due date only 3.000 reports, or 41 percent of the universe of 7,200 reports 
which were ultimately filed, had been filed. On May 30, 1975, 5,600 reminder 
letters were mailed ; and on July 21, 1975, a second mailing of 1,900 reminder 
letters were sent out, this time by certified mail. Tbe ability to cite specific 
penalty provisions contained in the Foreign Investment Study Act of 1974 in 
the reminder letters sent to prospective re.spundents belped secure compliance. 
On September 24, 1975, BKA submitted to the Commerce Department's Office 
of General Counael information relating to 70 firms which bad failed to co- 
operate. Some of tbe firms had filed incom^dete and/or inaccurate reports and 
ignored requests to amend them, while other firms had not responded at all. 
Over one third of the 70 firms ultimately responded as a result of continued 
efforts; however, because of the time schedule set up for the submission of the 
report to Congress and a lack of manpower, as well as the uncertainty (tack of 
evidence) as to whether or not these firms were in fact foreign owned, it was 
decided not to proceed with the prosecution of these firms. BEA is still receiving 
a few scattered replies. Althou^ many requests for data are still outstauding, 
we do not hnow whether tbese firms are actually required to report. However, 
based on what we do know about these firms, we felt that they would have an 
Insignificant impact on the data and would not have justified' delaying the final 
report to the Congress. 

At the request of the Department of Commerce's Office of General Counsel, on 
October 20. 1975, detailed backup material was sent to that office covering two 
firms which we were absolutely sure were foreign owned and thus required to 
file reports pursuant to the Act As a result of contact with the firms hy the 
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Department's Office ot General Counsel, both companies nltimately reported. One 
report was received on February 25, 1976 and the other on April 21, 1»T6. 

Quegtion S, On Page 3 of the statement, It Is noted that the data coTer 
"directlj measurable U.S. balance of payments transactions". Are tliere Indirect 
transactions wliich may have a significant financial Impact but which, for 
quantitative reasons, were not measured? 

Anuwer. Rather tlien indirect transactions, it might better be said that there 
are indirect effects which cannot be measured. The beet example of this U the 
trade effect of a new direct investment. For illustrative purposes, assume that 
a foreign company which had manufactured goods In its home country and 
exported the finished product to the United States st>ts up a plant la the United 
States to manufacture the same product here. U.S. imports from the foreign 
couutry will decline. The extent of llie decline In Imports Is unliQOwn — the 
foreign parent may ship components to the United States, and assemble the 
product here. 

In addition to indirect trade effects, there are also likely to be Indirect financial 
effects, as parents and affiliates change borrowing and lending patterns vls-a-vls 
the United States. 

Question 4. The FDI position was $26.5 biilion at yearend 1974. Based on this 
figure, what is the projected yearend 1975 figure? 

Answer. From reports received to date in BEA's quartwly sample surveys 
of foreign direct investment in the United States, it Is estimated that the change 
in FDI position in 1975 will 1>e on the order of $4.0 billion. This figure Is 
preliminary and tentative, ^nce not all 1975 reports have been received to date ; 
it may lie revised substantially before publication, which is scheduled for 
August. If it were added to the 3^26.5 billion position at yearend 1974 that was 
obtained in the benchmark survey. It would imply a yearend 1975 position of 
about $30.5 billion. 

It should be noted that the 1975 estimates to be published In August wilt 
uiKlate the old series, and, like the old series, will be benchmarked to the 19S9 
survey. Wlien the series are published neit year, they will be rebenchmarked 
to the 1074 survey and the annual change and, therefore, tlie yearend position 
may be significantly different because of expected improved coverage in the 
sample surveys, as a result of the 1974 bendimarb survey. 

Quegtion 5a. Tou note on page 5 that the investment position increased 39.1 
billion during 1974. This appears to be a significant increase over the official 
earlier figure. Why was this revised upward? 

Answer. The earlier investment position Increase of $3.5 billion was $1.6 
billion below the benchmark survey's increase of $5.1 billion. The difference 
consists almost entirely ot an understatement of net capital inflows, which were 
$2.2 billion in the old series and are $3.8 billion iu the benchmark survey. 

The better coverage of transactions of U.S. affiliates With foreign affiliates 
of foreign parents accounted for a significant proportion of the higher net 
capital inflow figure. Another major factor was the cross-checking which was 
effected in the benchmark survey to ensure that transactions, particularly acqui- 
sitions, were reported at market or transactions value, aud not at book value. 
Better coverage of the reat estate and banking industries was also a factor, as 
was the inclusion of the 10 to 24 percent-owned U.S. companies. 

Qacstion 5b. Does this upward revision indicate need for changes In the man- 
ner we track Inflows of capital? 

Answer. Yes. Coverage of capital flows will be improved by the Inclusion of 
additional companies in the sample surveys from which current data are secured. 
The benchmark survey results indicate that there must be more emphasis on the 
collection of data on the transactions of U.S. affiliates with foreign affiliates of 
foreign parents. 

Qnegtion c. How does this campare to outflow of outward U.S. direct invest- 
ment in the same year? 

Answer. Based on the benchmark .survey, the foreign direct investment posi- 
tion in the U.S. iaereased $5.1 billion, consisting of net cajjital inflows of $3.8 
billion, reinvested earnings of $1.8 billion, and small negative valuation adjust- 
ments. The U.S. direct investment position abroad for the same Jeriod Increased 
^y S15.0 billion, consisting of net capital outflows of $7.4 billion, reinvested earn- 
ings of $7.6 billlou, and negligible valuation adjustments. The increase In U.S. 
direct investment abroad was almost three times the Increase In foreign direct 
Investment in the United States. 
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Question 6a. Adjusted earnings were $6.6 billion and distributions to parents 
were $5.1 billion. How does tlils compare to our earlier estimates? 

Answer. The previously published 1974 estimate for adjusted earnings was 
$T.O billiOD and for balance of payments income (dtstribuUons to foreign par- 
ents) 35.4 billion. Tbe lower figures In the benchmarlc survey data for these 
items are almost entirely due to a change in definition. In the previous estimates, 
tlie foreign parents' shares In the earnings, adjusted earnings, and reinvested 
earnings of their U.S. affiliates were defined to exclude unrealized capital gains 
and losses ; where possible, a valuation adjustment to the direct investment 
position was made at the end of each year to reflect such uareaiized gains or 
losses. In the benchmark survey, earnings- related Items were defined to include 
unrealized capital gains or losses and therefore no valuation adjustment was 
required to be made. 

Although the change ^plied to all U.S. affiliates, its affect was greatest on 
those in the insurance Industry. The value of insurance affiliates' investment 
portfolios declined substantially in 1974 and their adjusted earnings reported 
In the benchmark survey Included large unrealized losses which were excluded 
from the previous estimate. Furthermore, most insurance affiliates are branches 
( unincorporated ) , and since branch earnings are a component of balance of pay- 
ments income, the change in definition also lowered tbe benchmark survey figure 
for balance of payments income compared with the previous estimate. 

Question 6, How does this compare to U.S. companies' returns from their for- 
eign investments? 

Answer. In 1974, adjusted earnings were J25.2 billion for U.S. direct invest- 
ment abroad ; balance of payments income receipts were $17.7 MlUon. 

Question o. Doesn't this mean greater outflow of capital than previously 
believed ? 

Answer. As noted, the benchmark survey figure for balance of payments income 
flows was lower than the previous estimate, although the difference was due 
largely to treating unrealized capital gains and loses as part of affiliates' earn- 
ings rather than as valuation adjustments to the direct investment position. It 
is unclear whether this change In treatment will raise or lower income flows in 
the future. In 1975, for example, with the improvement In the U.S. stock market, 
it is known that insurance branch affiliates had large unrealized capital gains ; 
this will tend to increase balance of payments income flows on foreign direct 
investment in the United States in 19ra. 

Apart from this change in treatment, balance of payments income flows may be 
somew-hat higher in tbe benchmark survey than in the previous estimate because 
of better coverage. However, it will not be possible to be certain of the direction 
or magnitude of the difference due to better coverage until rebench marking is 
completed. 

Que»tion 7. Of the $21^.5 billion total. $1.1 billion is In nn in corpora ted affiliates. 
Of what does this consist besides partnerships and individual investors? 

Answer. Of the approximately 7,200 reporters, 969 were unincorporated. In 
addition to partnerships and Individual investors, unincorporated affiliates in- 
clude joint ventures and branches. The latter is probably the most significant 
and is deflned as r (a) the operations or activities conducted by an lueorpornEcd 
or unincorporated person in its own name In a different location, but not 
through an incorporated entity; and (b) the U.S. business of foreign mutual 
Insurance companies. 

Investment in two major groups account for over 75 percent of the $1.1 
billion foreign direct Investment position In unincorporated afflllate.i. They are 
U.S. branches of foreign insurance companies, which account for $627 million, 
and real estate holdings, which account for $227 million. 

QuestUm 8. In view of the leverage Japanese affiliates exercise, would It be 
appropriate to say that Japanese investors have a greater influence than their 
apparent nominal FDI position would seem to indicate? 

Answer. The FDI position in Japanese affiliates was only $0.1 blHIon at 
yearend 1974, less than 1 percent of the position In all affiliates. The small size 
of the Japanese position was due to the fact that position figures are derived 
by netting any Investment by U.S. affiliates In their foreign parents against the 
foreign parents' investment In their U.S. affiliates: usually investment by affili- 
ates In their parents In relatively small. However, in the case of Japanese-owned 
affiliates, snch Investment— mostly in the form of loans to their parents (affiliate 
receivables) — has In recent years been very large. Thus, at the end of 1974, suh- 
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stantlal net equity inTMtment In, and loans to, incorporated affiliates by theit 
Japanese parents, totaling $2.e billion, were nearly offBet by the $'2 2 billion In 
loans to Japanese parents by Incorporated affiliates and the $0.3 billion negative 
Japanese investment position in uniDCorporated Bfliliatea. 

Other data collected in the 1974 survey indicate that the net position figure 
may understate the economic signifltance of Japanese investment. For example, 
U.S. afflliates of Japanese parents accounted for 22 percent of total assets, 42 
percent of U.S. esports, 35 pjercent of U.S. imports, and 27 percent of sales by 
all U.S. affiliates. All of these proportions are the largest for any single country. 

Queglion 9. From the graphs iu the appendices, it appears that foreign 
affiliates totally dominate the area of food exports and imports. Does tbis 
situation arise because of the dominant role wliich foreign companies have in 
grain merchandising? 

Answer. Of the total U.S. exports of food, beverages and tobacco, foreign- 
owned U.S. companies accounted for nearly 80 percent. Exports by grain mer- 
chandising affiliates accounted for almost two-thirds of this share, and about 
one-half of total U.S. exports of food grains, feed grains, and oil seed and meals. 

Foreign-owned firms accounted for about 29 percent, $3.1 billion, of total U.S. 
Imports of food. However, imports by grain merchandising Arms were not 
significant; more than two-thirds was by other wholesale trade affiliates. 

Question 10. Tlie FDI survey covered certain types of real estate. In the 
statement it Is noted that information on foreign ownership of agricultural land 
and other real estate is inadequate. Precisely what kinds of real estate Invest- 
ments were covered and why were these but not other types of real estate invest- 
ments surveyed? 

Answer. Reports were required to be filed covering all real estate In the United 
States owned by foreign persons for business purposes, thereby excluding prop- 
erty held exclusively for personal use and not for proflt-making purposes. All 
other forms of investment in real estate were covered. 

The Inadequacy of information In the statement refers to the lack of hard, 
factual data in regards to being able to identify the beneficial owners of land 
and/or their citizenship even using information in local government land records. 
Since tbis type of investment Is not as visible as an industrial plant, If the 
ultimate legal ownership is not public knowledge it is virtually Impossible to 
seek out and locate parcels of land which are foreign-owned directly, or in- 
directly through other U.S. companies. 

We were aware of the problem prior to conducting the survey and made an 
extra effort to obtain Information on foreign ownership of real estate. Approsi- 
mately 80 real estate information sources were contacted in preparing the mail- 
ing list. In addition, real estate journals and associations were alerted to the 
Sling requirements covering such investment. In all publicity statements, the 
fact that foreign- owned real estate was re<iuired to be reported was explicitly 
spelled out. As a result, we received reports from 1.043 real estate affiliates, 121 
agricultural affiUates, 82 mining affiliates, 89 affiliates classified in the hotel 
industry, and 7 country clubs. These represent over 18 percent of the total 7,204 
reports received. Also, all affiliates, regardless of industrial classlftcation, were 
required to report the number ot acres of land owned If the total exceeded 200 

One example of the difficulties in securing accurate Identifying information 
concerns foreign-owned agricultural land in Iowa. No reports were filed in the 
benchmark survey coTering such investment. However, a special study conducted 
under contract to the U.S. Department ot Agriculture by Iowa State University 
reports several purchases of Iowa farmland by German nationals in 1974. We 
tried to secure names and addresses from the U.S. Department of Agriculture 
and the State of Iowa in order to verify these transactions and/or secure names 
and addresses of owners or U.S. managers who would be responsible for filing 
under the provisions of the Study Act. We have been unable to verify any pur- 
chases made during 1874. As is so often the case, common knowledge about 
foreign investment In real estate is difficult to support with facts and often may 
be inaccurate. 

In addition to the benchmark survey, the Department of Agriculture, spon- 
sored by the D^artment of Commerce, contracted for 21 studies from econo- 
mists, political scientists, aociologlsts, and lawyers from several universities and 
research agencies. The studies covered a wide range of subjects related to real 
estate, Including characteristics of foreign purchasers of farmland In the United 
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States, U.S. timberlaad and forest industry, land information asatetaa, and dis- 
closure in ownerebip reporting sjstems. 

A discussion of foreign investment In V.S. real estate will be included In 
tlie report to Coi^ress and relevant Department of Agrlcuitnre studies will be 
included as an appendix. 

Question lla. How do you account for the large position which foreign firms 
have in International trade to the point the; dominate U.S. food exports and 
Imports and trade with Japan and Germany? 

Auswer. MncH investment Ijy foreign firms in tUe United States has been 
concentrated in establishing trade affiliates to act as tioth sales and purchasing 
agents for their foreign parents. Investment In wholesale trade affiliates ac- 
counted for 16 percent of tlie foreign direct investment position In all U.S. 
affiliates. The large Investment in these affiliates may be an example of the so- 
called "product cycle hypothesis" which suggests that firms initially export to 
foreign countries themselves, then establish sales offices in the foreign countries 
to market their goods for them, and finally begin to manufacture goods abroad 
by setting up production facilities In the foreign countries. Many foreign direct 
investments in the United States seem to have evolved to the stage where the 
foreign firms have established trade affiliates here, although some firms which 
traditionally have sold their goods through trade affiliates have begun, or are 
planning to begin, production in the United States. Examples are Volvo, which 
is now constructing a plant here, and VoUcawag^l, which appears to have 
recently decided to build a plant here. 

Ail U.S. affiliates accounted for 94 percent of U.S. export, and 86 percent of 
U.S. import, trade with Japan, and 37 percent of U.S. export, and 67 percent of 
U.S. import, trade with Germany. Wholesale trade affiliates, in turn, accounted 
for 85 percent of the exports to, and 88 percent of the imports from, Japan, and 
88 percent of both the exports to and imports from Germany, by ail U.S. 
affiliates. Thus, substantial investment in wholesale trade affiliates in the United 
States In large part explains the importance of U.S. affiliates In trade with both 
Japan and Germany. 

Affiliates are also Important In U.S. trade of food products. They account for 
nearly 80 percent of U.S. exports and 29 percent of U.S. Imports of these goods. 
Nearly two-thirds of their exports are shipments of grain. The particularly 
large share of affiliates in U.S. exports of foods probably reflects heavy depend- 
ence by foreigners on the United States for basic food supplies. 

Question 6. In your view, is this large Impact on our foreign trade one of 
the significant findings of the Commerce Department study? 

Answer. Tes. This was a major finding of the study. As indicated in the testi- 
mony, U.S. affiliates of foreign parents accounted for a substantial proporatlon 
of U.S. merchandise trade in 1974— $24.2 billion, or 24 percept, of total U.S. 
exports and $30.6 billion, or 30 percent, of total U.S. Imports. 

Question 12. Do yon think it would be worthwhile to study the conduct of 
foreign Investors to examine, in particular, intercorporate dealings? For ex- 
ample, to examine pricing policies, competition, caidtal transfers, etc. 

Is the Office of Foreign Investment in the Commerce Department capable of 
doing this? 

Answer. The United States operations of foreign Investors are, of course, 
subject to our Federal and state laws and to the scrutiny of the regulatory 
agencies. The SEC, IRS, Justice, FTC, and other regulatory agencies, pursuant 
to their statutory responsibilities, review and Investigate the operations and 
intercorporate dealings of foreign-owned companies, as required, and on the same 
basis as U.S. -owned firms. Such reviews and investigations cover securities sales 
and purchases, pricing policies, competition, and Intercorporate financial deal- 
ings in relation to the enforcement of our securities and tax laws and the laws 
dealing with competition and restrictive business practices. To subject foreign 
firms to additional inquiry and investigation by other agencies regarding Rurh 
matters would be inconsistent with our policy respecting national treatment of 
foreign investors. 

Apart from this paramount consideration, the Office of Foreign Investment 
in the United States does not have the statutory power to require foreign com- 
panies to subject their operations and records to investigation. Moreover, its 
personnel are statisticians and economists recruited to monitor foreign Invest- 
ments here, primarily from data 3um)lled by other agencies, and to evaluate their 
Impact on the U.S. economy. It is, of course, Important to fenow whether forelsn 
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'flrmH in tbe aggregate are conforming to our laws and the extent and manner 
tbaC tfaelr business practices and Intercorporate deallnga differ from those of 
U.S.-owned companies. For the present, we believe tliat the regulatory agencies 
will be able to provide ns tlie required aggregate date. 

QucMtUm 13, Page 8 of tbe statement points out that generally with the ex- 
ception of petroleum refining, foreign affiliates do not account for a large per- 
centage of &ny indastry's output. Is it not true, however, that such gross cate- 
gories obscure tbe significance of foreign affiliates in narrower markets? For 
example, in tbe banking Industry, where they play a large role In marketing 
certain kinds of securities or In ball bearing manufacturing. 

Answer. Volume 3 of the report on Foreign Direct Investment In the United 
States will provide information on the position of foreign -owned U.S. firms in 
specific product markets. It states, for example, that In man-made fibers snch 
firms account for attout 26 percent of the U.S. industry's capacity, while in anti- 
friction bearings their production facilities In this country provide 19 percent 
of the industry's shipments. 

Commercial banks do not normally market securities except for those t^^ued 
by Federal, state or local governments, which thej are permitted to huj' and 
sell. Of coarse, the trust departments of banks trade in securities for the ac- 
counts of their customers. A number of foreign banks have securities affiliates in 
the United States which presumably engage in the marketing of secnritles, but we 
have no solid Information as to tiie size or importance of their activities. It in 
our impression that most of these affiliates are relatively small and account for 
only a minor part of tbe total volume of securities sold in the United States. 

Question 14- It has been suggested that one of tbe reasons for FDI in this 
country has been fear of overseas political developments. This benchmark covers 
only 1974. Nevertheless, was your survey able to detect this, but even if not, do 
you think that there Is any substance to this speculation? 

Answer. The benchinark survey was not able to detect this, but a study of 
factors motivating foreign companies to invest In the United States was under- 
taken by a private organization, under contract to the Department of Commerce. 
The results of this study, which was based in large part on personal Interviews 
with executives of 72 foreign parent companies with direct Investments in the 
United States, indicate that foreign political developments, either In tbe home 
country or in other foreign countries, were a factor In the decision to Invest In 
the United States. The Importance of this factor varied among countries, and 
was not dted as the key determinant. Other factors, such as costs of productloii 
and marketing objectives, were usually more important. Nevertheless, foreign 
political developments seem to be one Of tbe significant factors in the recent 
increase In foreign direct Investment In the United States. Factors motivating 
foreign investment will be discussed in the report to Congress and the contract 
study will be made available. 

Qvegtion IS. On the basis of the two studies on data collection. Is the Office 
of Foreign Investment prepared to follow up on means to Improve data collec- 
tion activities? When can the Congress expect to see thefirst changes In this area? 

Answer, The Office of Foreign Investment In the United States has contacted 
alt of the agencies Identified In the two earlier studies on data collection, and 
has arranged to receive relevant Information on a regular basis. In addition, the 
Office will recommend actions to those agencies currently gathering data In 
order to Improve reporting regulations, instructions, and forms as they relate 
to data on foreign investment In the United States. 

Information that is being received is currently being used by that Office to 
Identify and monitor Investment transactions. Information on new Investment 
transactions, as well as those that occurred in 1974 and 197B. has been incorpo- 
rated In a computerized data system that provides the Office with the capability 
to retrieve quickly Information on specific transactions, as well as to aggregate 
and analyze selected data elements (e.g., assets, sales, net worth, employment). 
A report on foreign direct investments in U.S. companies during 1B74 and 1975 
is being prepared and will be submitted to the Congress. 

On the basis of this t>enchmark survey, can we anticipate that there will he 
changes In the way that data Is collected? Can we expect, for example, that the 
aggregate figures for the previous year can be obtained earlier than In August — 
as la now the case? 

Answer. Yes. We have already changed the coverage of foreign direct invest- 
ment In the sample surveys to Include 10-24 percent foreign-owned U.S. busl- 



DigilizedbyGoOglC 



54 

ness enterprises. As a result of the benchmark survey, we will also be adding 
a number of reporters, in addition to those 10-24 percent foreign-owned, to the 
group of 450 whicli are presently reporting in the sample surveys. The beneh- 
mark survey also showed that we need to ensure better coverage of the transae- 
tiona aud positions with foreign affiliates of foreign parents. Thes« are much 
more signiS cant in the benchmark survey than in the sample survey and we 
were not aware of this. 

We do expect to advanee the availability date of the previous year's data, al- 
though this improvement is unrelated to the Itencliniark survey. The reason that 
we have tteen unable to publish tlie position data earlier is the lack of data on 
reinvested earnings, a major component of the annual change in the position. 
A company's earnings were reported on an annual basis only, the balk of them 
on the report filed In May of the following year. Annual earnings less divi- 
dends paid (which were reported on a quarterly basis) for the year yielded 
reinvested earnings. We had started collecting eamingt! quarterly and will now 
he able to get an annnal earnings figure once the fourth quarter report for the 
year is filed, usually in February. This will be three months earlier than the 
present date for which an annual earnings, and thereby reinvested earnings, 
figure is available. 

We are planning to incorporate this new quarterly data in the current series 
at the time they are benchmarked to the 1974 survey. 

Qtieiticm 16. Were there any surprises to you in the benchmark results? 

Answer. A most Interesting result of the survey was the distinctive pattern 
of Japanese investment. The Japanese direct investment position in the United 
States was quite small (less than one percent of the total) because parent com- 
pany equity investment in, and loans to, their U.S. affiliates were largely ofteet 
by U.S. affiliates' loans to their Japanese parents. BEA's sample surveys had 
reflected this investment pattern In the pasL What was surprising was that 
the benchmark survey revealed that this was not simply the investment pattern 
of a few large Japanese companies "swamping" the data, but rather that many 
Japanese-owned affiliates, large or small and regardless of industry, had sub' 
stantlal loans outstanding against their parents. A related factor was the magni- 
tude and economic significance of Japanese investment In the United States ac- 
cording Co measures other than the direct investment position. An example is 
that Japanese-owned affiliates accounted for 22 percent of all assets held by 
foreign-owned U.S. affiliates, the largest percentage of any country. 

Another surprising aspect was the large proportion of U.S. merchandise trade 
accounted for by foreign-owned U.S. affiliates — 24 percent of total U.S. exports 
and 30 percent of total U.S. imports. Related to this is the fact that they dom- 
inate trade in certain commodities aud with certain countries. 

Finally, there was the large increase In their liabilities during 19T1, primarily 
to U.S. persons. 

Question It. In the response to one of the questions, it was agreed Chat Ameri- 
can ttanks were financing the expansion of foreign direct investment. From the 
FDI data, is the Department able to determine whether such gnaacing usually 
occurs at the beginning of an investment or whether a preponderance of for- 
eign capital is initially used? What are other notable features about American 
financing of foreign direct investment in the U.S.? 

Answer. The benchmark survey provides little data on this aspect of direct 
investment because, typically, the financing for new direct investment would be 
provided to the foreign parent and thus would not appear on the hooks of the 
newly acquired or established U.S. affiliate that itself would not be invoh-ed 
in the transaction. An' exception would be where an existing U.S. affiliate ac- 
quires or^tablishes a new U.S. affiliate of the foreign parenL 

The FDI survey does show, however, that for those U.S. affiliates wliieh were 
either started or purchased by foreisn parents during 1974, the Increase in tie 
U.S. affiliates' debt was primarily to U.S. sources, apeciflcally 77 percent (39 
percent with U.S. banks) and only 18 percent of the debt increase was with 
foreign parents. 

' A review of the change in the composition of external finances of U.S. affiliates 
reveals that there was a substantial Increase — 32 percent — In current and long- 
term debt of U.S. affiliates. Of the $27.0 billion Increase In such debt, S18.4 bil- 
lion was to U.S. sources, of which $10.3 billion was to unaffiliated U.S. banks, 
while only $4.4 billion of the Increase was with foreign parents. 
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In addition to the benchmark survey, a report prepared by a contractor to 
the Department of Commerce studied tbe processes, mechanisms, and methods 
of financing foreipn direct Investment. This study was baaed on 89 cases ol di- 
rect investment transactions. In the 69 cases, a total ol 115 sources of funds were 
identifled. 54 of the sources were In tbe United States, 10 were Eurodollar maf 
kets, and 91 were other foreign sources. Of the total amount raised, U.S. sources 
provided $S58 million, $282 mllUon was in Eurodollara, and $1.21 billion came 
from other foreign sources. 

Several factors were found to be Of importance to foreign inveetors in select- 
ins the sources of funds. These considerations Included ; 

Slxe of ca[iltal requirements which often leads to complex multiple-source 
funding : 

Capital outflow restrictions In the investor's home country; 

Parent company relationship with US. lenders ; and 

Parent company policies. 

The subject of flnancing wilt be discussed in the Commerce Department's report 
to the Congress and the report of the contractor will be published as an appendix. 

o 
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